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Tax-free Liquidation: 


Loophole and Trap 


Operation of 
new provision 
of Revenue 
Act declared 
to be faulty 


By MARK H. 
JOHNSON’ 


UBSECTION 113(a)(15) of the Revenue Act 
S of 1936, which relates to property received by 

a corporation on complete liquidation of another 
and which is deceptively similar to the other pro- 
visions applicable to “tax-free” exchanges, was 
evidently introduced into the Act to carry over the 
unrecognized gain or loss resulting from the new 
liquidation provision of Section 112(b) (6). Subsec- 
tion 113(a)(15) reads as follows: 

If the property was received by a corporation upon dis- 
tribution in complete liquidation of another corporation 
within the meaning of section 112(b)(6), then the basis 
shall be the same as it would be in the hands of the 
transferor. 

First, it is the purpose of this article to illustrate 
how wide of its mark this provision falls; and, sec- 
ond, to explain the presence of this discordant note 
in the nicely integrated pattern of basis-changing 
provisions. 

Prior to the enactment of Section 112(b) (6), any 
gain or loss realized by the stockholders of a liqui- 
dated corporation was recognized in the tax year in 
which realization occurred. Such gain or loss is now 
not recognized “upon the receipt by a corporation 
of property distributed in complete liquidation of 
another [controlled] corporation.” But, just as in 
other “tax-free” exchange provisions, Congress in- 
tended merely to postpone recognition until such 


1The problem discussed herein is touched upon in an article analyz- 
ing the relationship between basis-adjustment provisions in general and 
the distribution sections of the 1936 Act. Jacobson and Johnson, ‘‘The 
Revenue Act of 1936: Pyramiding Gains and Losses through ‘Tax-free’ 
Exchanges,” 14 N. Y. U. Law Quart. Rev. 59 (Nov., 1936). For an 
excellent treatment of the requirements of the non-recognition provision, 
see Klein, “Liquidations under the Revenue Act of 1936,” 14 Tax Mag. 
648 (Nov., 1936). 

* Member of the New York Bar. 


time as a sale of the property resulted in a real 
change in the economic status of the taxpayer. The 
ultimate recognition of gain or loss was to be accom- 
plished through a provision for an adjustment of 
the basis of the property. Let us now take some 
typical cases and contrast the purpose with the 
accomplishment: 
First Example 

In 1925, X Corp. forms the Y Corp. as a realty 
subsidiary, transferring to it $100,000 worth of prop- 
erty in return for Y Corp.’s entire capital stock. 

In 1929, Y Corp. sells this property for $500,000. 

In 1930, Y Corp. purchases other property for 
$500,000. 

In 1937, Y Corp. is liquidated by X Corp., which 
still owns all of the Y stock. X Corp. receives the 
property acquired by Y in 1930, which is still worth 
$500,000. 

In 1938, X Corp. sells this property for $500,000. 

To any tax attorney or accountant, the reasonable 
procedure for computing X Corp.’s taxable gain is 
obvious. From the selling price, instead of deduct- 
ing the cost of the property to the taxpayer (which 
cost would here be the value of the stock turned in 
upon liquidation), he would deduct the original cost 
of the stock: 


Selling price of property .. 


$500,000 
Cost of stock .. 


100,000 


Taxable gain ... .$400,000 

This would effectively carry over the unrecog- 
nized gain in order to arrive at the true change in 
the economic status of the taxpayer. 

The Revenue Act, however, states that “the basis 
shall be the same as it would be in the hands of the 
transferor.” Since the basis of the property in the 
hands of Y Corp. would be $500,000 (its cost to Y 
Corp.), X’s taxable gain is thus: 


Selling price of property 


.... .$500,000 
Basis in hands of Y Corp. ......... We 


.. 500,000 
Taxable gain 

A magnanimous government has made X Corp. a 

permanent gift of the tax on a $400,000 gain. 


Second Example 

In 1925, Y Corp. is organized with a capital of 
$100,000, and it acquires property for that amount. 

In 1929, this property is worth $500,000. At this 
time, X Corp. acquires all the capital stock of Y 
for $500,000. 

In 1937, X Corp. liquidates Y Corp., receiving Y’s 
property, which is now worth only $350,000. 

In 1938, X Corp. sells this property for $350,000. 

Again, X Corp.’s gain or loss seems a simple mat- 
ter to compute: 
















4 
Selling price of isieedtiied 5 ere steak $350,000 
RE EE 6686 ver ectcweuns ceeneces See 
Capital loss ...... . .$150,000 


But the statute insists ae “the —_s shall be the 


same as it would be in the hands of the transferor.” 
Thus: 


Selling price of property $350,000 
3asis in hands of Y Corp. 100,000 
Taxable gain $250,000 


and the unsuspecting X Corp. finds itself with an 
economic loss of $150,000, and a statutory gain of 
$250,000. 

Let us now examine the relationship between this 
provision and the other subsections of Section 113. 
Section 112 recognizes the fact that certain exchanges, 
which would result in a constitutionally taxable gain 
or a deductible loss, do not represent an immediate 
change in the economic status of the taxpayer or in 
his ability to pay an income tax. It therefore pro- 
vides that these exchanges (such as that of stock 
for stock of the same corporation, stock for stock on 
reorganization, property for stock of a corporation 
controlled by the transferor, etc.) shall not result in 
a recognized gain or loss. The compensating pro- 
vision, however, is Section 113(a)(6), which states 
that in all these cases the basis of the property “shall 
be the same as in the case of the property exchanged 

.’ The reasonableness of this provision is self- 
evident, since the unrecognized gain or loss is car- 
ried over until such time as the transferor disposes 
of the property received in exchange. 

There is no apparent reason why the liquidation 
of a corporation should not have been viewed as an 
exchange of that corporation’s stock for the property 
of the corporation, so that the same provision would 
be applicable to a “tax-free” liquidation as is applied 
to all other “tax-free” exchanges. Section 113(a) (6), 
however, is specifically made inoperative upon liqui- 
dations. The explanation for this exception appears 
to be that the framers of the Act believed they had 
created an adequate compensating provision in Sec- 
tion 113(a) (15). 

It has already been demonstrated that this pro- 
vision is not adequate, but its presence can be under- 
stood through an examination of two other provisions 
upon which it was modeled: 


If the property was acquired . by a corporation in 
connection with a reorganization, then the basis shall be 
the same it would be in the hands of the transferor (Sec. 
113(a)(7)). 

If the property was acquired . . by a corporation— 

(A) by the issuance of its stock or securities in 
connection with a transaction described in Section 
112(b)(5) [transfer to corporation controlled by trans- 
feror} . . ., OF 

(B) as paid in surplus or as a contribution to 
capital, then the basis shall be the same as it would 
be in the hands of the transferor... . (Sec. 113(a)(8)). 


The mistake which the framers made was that of 
not recognizing the fundamental difference between 
the situations upon which the models operate and 
the situation covered by the new section. 


Let us first analyze subsections (7) and (8) of 


Section 113(a). As noted above, subsection (6) had 
already provided for a compensating adjustment of 
basis in the hands of the transferor whose gain or 
loss had been unrecognized under the “tax-free” 
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provisions of Section 112. However, even though the 
ultimate sale of the property received in exchange 
would result in a fair reflection of the taxpayer’s net 
gain or loss, certain of these exchanges afford an 
opportunity unduly to postpone this recognition. 
Suppose, for example, that A owns property for 
which he had paid $10,000 and which is now worth 
$50,000. He believes that an immediate sale would 
be advantageous, but is unwilling to incur a tax on 
a $40,000 capital gain. A therefore forms the X 
Corp., transferring the property to it in exchange 
for its entire capital stock. If Section 113(a) (6) 
were the only applicable basis-adjusting provision, 
the corporation could now sell the property—and, 
until A chooses to dispose of his stock, no gain would 
be recognized. In order to prevent such undue 
postponement, Congress provided for an additional 
adjustment of basis in the hands of the transferee, 
and created an artificial gain at the time the trans- 
ferred property was sold. There is thus ample justi- 
fication for those provisions which require a shifting 
of the basis of the transferred property in the hands 
of the transferee, as well as an adjustment of the 
basis of the property received in exchange by the 
transferor. 

The distinction, however, between transfers to a 
corporation in connection with a reorganization and 
transfers to a controlled corporation, on the one 
hand, and corporate liquidation, on the other, is 
patent. In the first cases, an artificial gain or loss 
is attributed to the transferee, 
amount of gain or loss unrecognized at the time of the 
transfer. This is in addition to the true gain or loss 
subsequently attributed to the transferor, which is 
also adjusted by the amount of the unrecognized 
gain or loss. But, in the case of a liquidation, the 
result is markedly different. An artificial gain or 
loss is created, measured by the difference between the 
value of the property at the time of liquidation and the 
original cost to the liquidated corporation. ‘This ad- 
justment bears absolutely no relationship to the 
gain or loss which would have been recognized but 
for the new non-recognition section. 

The reason that it bears no relationship is because 
here the transferor is the liquidated corporation. In 
a liquidation, no gain or loss is ever recognized to 
that entity. 


to the stockholder who turns in his stock. In the 
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The gain or loss, if any, is recognized © 


cases covered by subsections (7) and (8), the trans- | 


feror is the person whose gain would ordinarily be 
recognized, not the corporation whose issuance of 


stock in exchange for the property could never result | 


in a recognized gain. Thus, in the latter case, the 
transferor’s basis affords an appropriate means of 
accounting for gain or loss by the transferee ; whereas 
in a liquidation the use of the transferor’s basis may 
have the absurd results illustrated above. 


If artful tax “minimizers” are to be prevented from [ 


taking advantage of the loophole illustrated in the 
first example, and if unwary business men are to be 
protected from the trap shown in the second exam- 
ple, Congress should amend the statute at the first 
opportunity. The amendment would consist simply 
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of two deletions from Section 113, namely, subsec- 7 


tion (a)(15) and the first parenthetical phrase in 
subsection (a) (6). 
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Constitutionality of Processing 


By JOHN E. HUGHES* 


1936 contain provisions confessedly designed and 
intended to enable the Government to keep the 
money illegally exacted by it under the invalid so- 
called processing taxes. The question of the consti- 
tutionality of these provisions is already on its way 
to the Supreme Court. 
The Fifth Amendment of the Constitution de- 
clares: 


Nor shall private property be taken for public use with- 
out just compensation.” 


GS 1536 conta 902 to 914 of the Revenue Act of 


This is one of the provisions which the Supreme 
Court in the great case of Ex Parte Milligan,? declared 
was “expressed in such plain English words that 
it would seem the ingenuity of man could not evade 
them.” Whether the Treasury Department lawyers 
have been ingenuous enough to retain most of the 
illegally collected processing taxes will be decided 
within the next year. 

To the provisions that the Government may not 
take private property for public use without just 
compensation, its taking under the taxing power 
granted to it by the Constitution constitutes the only 
exception.” In United States v. Butler,® it was said 
that the so-called processing taxes were not taxes 
and it was held that the Act was not a taking by 
virtue of the taxing power.* Taxes had been previ- 
ously defined by the Court as charges imposed by 
law for the support of the Government. In the case 


* Attorney at Law, Chicago. 

1 Louisville Joint Stock Bank v. Radford, 295 U. S. 555, 601. Because 
of the provisions in the Act imposing the tax appropriating it for pay- 
ments to the farmers, it may be argued that the processing taxes were 
not taken for the public use but for the private use of the farmers, 
but it is submitted that this Amendment must mean that private prop- 
erty may not be taken by the Government for a private use and if it is 
so taken, just compensation must be made. In the article on Constitu- 
tional Law, 12 Corpus Juris, Section 1042, p. 1252, it is said: 

“The taking of private property of one person or corporation, 
without the owner’s consent, for the private use of another, 
even though this be accomplished under the guise of taxation 
or of the exercise of the vight of eminent domain, is a violation 
of the guaranty of due process of law.” 

(Many cases are collected in the notes.) This doctrine has an impor- 
tant bearing on the Federal Social Security Act. See Railroad Retire- 
ment Board v. Alton R. R. Co., 295 U. S. 330, at p. 350. 

The processing tax money went into the Federal Treasury where it 
was commingled with public funds and, like the bulk of the money that 
goes into the Treasury, it was paid out by Government checks to 
private individuals. 

24 Wall. 2, 120. 

2a Brushaber v. Union Pacific, 240 U. S. 1. The Government cannot 
take private property of its citizens without compensation under the 
war power. United States v. Russell, 13 Wall. 623; nor in the exercise 
. - power to improve navigation. United States v. Lynah, 188 

J. S. 445. 

3297 U.S. 1, p. 61. 

* The Court said: 

“It is inaccurate and misleading to speak of the exaction from the 
processors prescribed by the challenged Act as a tax, or to say that as a 
tax it is subject to no infirmity. A tax, in the general understanding 
of the term, and as_used in the Constitution, signifies an exaction for 
the support of the Government. The word has never been thought to 
connote the expropriation of money from one group for the benefit of 
another.” 

“Inasmuch as the taking was not under the taxing power and the 
exaction was not a tax, the _—— of what latitude may be allowed 
the Government in providing for the refund of taxes does not arise but 
only the question of the meaning of just compensation as used in the 
Fifth Amendment.” 


Tax Refund Limitations 


of Pollock v. Farmers Loan & Trust Co.,°> Mr. Justice 
Field in his opinion said: 

“The inherent and fundamental nature and character of 
a tax is that of a contribution to the support of the gov- 
ernment, levied upon the principle of just and uniform 
apportionment among the persons taxed, and any other 
exaction does not come within the legal definition of a tax.” 

In that case the Assistant Attorney General, Mr. 
Whitney, had necessarily conceded in argument that 
a purported exercise of the taxing power might in 
reality be the exercise of the power of eminent do- 
main and require just compensation.® 


The essence of the matter is that although the 
money has been illegally taken from the processors 
by officers of the Government and that in providing 
for its taking Congress exceeded its powers and com- 
mitted a trespass on the rights of the people and 
on the rights of the states, yet these sections of the 
Revenue Act of 1936 were enacted with the studied, 
premeditated purpose of avoiding the rcpayment 
of nearly all of the money illegally taken on the 
excuse that those from whom it was taken were not 
equitably entitled to it. 


It is interesting to speculate on how far this prin- 
ciple may be pushed. Can the Government refuse 
to make compensation to a trader from whom it 
took land on the ground that he acquired it out of 
unconscionable profits exacted from his customers? 
The idea is not new. It is always advanced to justify 
every confiscation. It was advanced in the Russian 
Revolution and in the French Revolution. Not long 
ago in Ireland, the Free State contracted to pay an- 
nuities to English owners of land and, after they 
had conveyed the land to the Free State, repudiated 
its agreement to pay the annuities on the ground 
that the English owners did not come by the land 
equitably because their ancestors stole it. 

It is established criminal law that in a prosecution 
for larceny the thief cannot defend on the ground 
that the person from whom he took the property 
stole it.? Where the shipper on a common carrier 
collected an excessive freight charge from its own 
customer, it has been held that the possibility of 
the unjust enrichment of the shipper constituted no 
defense to the carrier in a suit by the shipper for its 
recovery.® In that case the Court, speaking through 
Mr. Justice Holmes, said: 


The carrier ought not to be allowed to retain his illegal 
profit, and the only one who can take it from him is the 
one that alone was in relation with him, and from whom 
the carrier took the sum.’ 


5157 U. S. 507, p. 599. 

1 We ol % a Phill 144 

7 rd v. People, 1 i 

° Senthere Povific Co. v. Darnell-Taenzer Lumber Co., 245 U. S. 531. 


(See next page for note 9) 


































































































Although the Government defends these sections 
of the law on the ground that if the money should 
be returned to the processor the processor would be 
unjustly enriched, it cannot be overlooked that in 
the majority of cases the processor would not be 
unjustly enriched because under the view taken by 
the Court of Appeals of New York in an opinion 
written by Mr. Justice Cardozo when he was Chief 
Justice of New York, the processor would hold the 
recovered tax in trust for the person from whom he 
took it.’ 

Section 902 (b) of the Revenue Act of 1926 is in 
practical effect designed to strike down the rights 
of a customer who paid the tax to a processor and 
absorbed it himself for the reason that under exist- 
ing law the processor alone can claim refund from 
the Government, but it does not allow a refund to 
the processor unless the processor first proves that 
he has unconditionally repaid the tax to his custo- 
mer and, secondly, proves to the satisfaction of the 
Commissioner that his customer “has not been re- 
lieved thereof nor reimbursed therefor; nor passed 
on such burden directly or indirectly.” Not one proc- 
essor in a hundred, even if he has the money to repay 
his customer, will take the risk of paying the money 
back to his customer and losing it by failing to satisfy 
the Commissioner that his customer has not passed 
the tax on. Besides, a processor has no incentive to 
undertake the burdensome duty and trouble of mak- 
ing proof that his customer did not in turn pass the 
tax on and in all cases where the processor does 
not have the money to first repay his customer the 
right of the customer is unquestionably stricken 
down by the law. Hence the Act in practical effect 
strikes down the rights of a customer who is equi- 
tably beyond dispute entitled to the illegally taken 
money. It goes much farther than the statute sus- 
tained in the sales tax case of United States v. Jef- 
ferson Electric Co., which did not strike down the 
rights of the customer but merely made reasonable 
and fair provision to insure the repayment of the tax 
to him after its recovery. 





®The one who has paid taxes to the Government is the only one 
who can take them from the Government although he collected them 
from someone else. Builders Club of Chicago v. United States, 14 F. 
Supp. 1020 (C. Cls.). See also Kerber Straw Hat Co. v. Lincoln, 
239 App. Div. 727. 

1 See Wayne County Produce Co. v. Duffy-Mott Co., 244 N. Y. 351; 
155 N. E. 669. In this case Mr. Justice Cardozo indicates the decision 
of the Court of Appeals of the District of Columbia in Heckman v. 
I. S. Dawes & Son, Inc., 12 F. (2d) 154, is unsound. No one can 
gainsay that the decision of Mr. Justice Cardozo is supported by equity 
and justice. In United States v. Jefferson Electric Co., 291 U. S. 386, 
at p. 402, the Court refers to one from whom the tax was collected by 
the processor as ‘‘the one who has been the actual sufferer and therefore 
is the real party in interest.” For other cases see Friend v. Rosenwald, 
124 App. Div. 226; Solomon Tobacco Co. v. Cohen, 184 N. Y. 308; 
and Kerber Straw Hat Co. v. Lincoln, 239 App. Div. 727; affirmed 
without opinion in 266 N. Y. 410. The latter case says that the 
processor is the only one who has any standing to claim the tax from 
the Government but that his customer may by appropriate proceedings 
compel him to make claim for it. From these cases these rules are 
deducible: (1) if the invoice mentioned processing tax as included in 
the price or contained any other statement so indicating other than 
that the seller was to retain the processing tax in the event of its 
refund, the buyer has a cause of action for the tax against the seller 
if the seller recovers it; (2) even if there was no mention of processing 
tax in writing, but if there was a verbal agreement concerning it, such 
agreement should be given effect (Friend v. Rosenwald, 124 App. Div. 
226); (3) if a flat price was charged and no mention of the tax was 
made, it is probable that the buyer has no cause of action against the 
seller (see note in 92 A. L. R. 530) although in such cases if the tax 
was actually passed on (the seller’s unjust enrichment tax return 
would be evidence of this), the Courts may hold that the buyer can 
recover. (Compare Anspach v. Stanton, 57 Pa. 326.) For cases discus- 
sing whether the tax has been passed on see United States v. Jefferson 
Electric Co., 291 U. S. 386, at pages 405, 406. See also the recent 
decision of the Circuit Court of Appeals for the Second Circuit in 
American Chain Co., Inc. v. Hartford-Connecticut Trust Co., C. C. H. 
Tax Service 1936, par. 9509. 

11201 U.S. 386. 


CONSTITUTIONALITY OF PROCESSING 


The situation of the processor is not unlike that 
of a trustee from whom the Government has illegally 
taken property and whom it refuses to compensate 
on the ground that the property did not belong to 
him but to his beneficiary and provides that no re- 
covery may be had against it unless the trustee first 
pays the beneficiary the value of the property out 
of his own pocket and then “satisfies” it by certain 
cumbersome proof, probably impossible to make, 
that the beneficiary is entitled to the property ac- 
cording to its conception of broad equitable and 
moral principles. If the trustee did not have the 
cash to first pay the beneficiary, the matter would 
be at an end. 


It has always been held that the constitutional 
guaranty of payment for private property taken for 
public use is not fulfilled unless provision is made 
for compensation which is sure and adequate.’” 


In addition to the provision of the Fifth Amend- 
ment which prohibits the taking of private property 
for public use without just compensation is the kin- 
dred but separate and distinct provision thereof 
which prohibits the taking of property without due 
process of law. 


In a case such as this, where the money has been 
actually illegally taken by the Federal Government 
by virtue of an unconstitutional trespass upon the 
rights of the people and the rights of the states, it 
would not seem necessary to invoke the subsidiary 
point that at the time the statutes designed to pre- 
vent its return were enacted a valid cause of action 
existed against the Collector of Internal Revenue.”* 
A valid cause of action is of course properly within 
the protection of the Fifth Amendment. In Graham 
& Foster & Goodcell, this rule was recognized by the 
Court and the cases so holding were cited, but it was 
there held that the taking had been justified by a 
curative ratification. When that case was invoked 
on this point in United States v. Butler,’ and Rickert 
Rice Mills v. Fontenot,® it was held that there was 
no ratification for the reason that Congress could 
not ratify what it could not originally authorize. 


In the Jefferson Electric Co. case there was the 
ordinary situation where the money was taken under 
a valid taxing act of Congress by mistake. Money 
was not taken under an unconstitutional act which 
trespassed on the rights of the people and the rights 
of the states and which was not a taxing act. 


Obviously to defend its retention of the money 
without compensation the Government will advance 
the argument that the United States can only be 
sued according to the terms of its consent, that it 


12 The Cherokee Nation v. The Southern Kansas Ry. Co., 135 U. S. 
641. And note the cases collected in Becker Stecl Co. v. Cummings, 
296 U. S. 74, and in the cases there cited. In McCoy v. Union Elev. 
R. Co., 247 U. S. 354, at p. 365, Mr. Justice McReynolds says the 
fundamental right guaranteed “is that the owner shall not be deprived 
of the market value of his property under a rule of law which makes it 
impossible for him to obtain just compensation.” 

13Qn this ground the provisions here involved were held unconstitu- 
tional by Judge Way in Priddy & Co. v. Early, C. C. H. 1936 Tax 
Service, par. 9495. They were, however, held constitutional by the 
District Court in Alabama in Lincoln Mills v. Davis, 15 F. Supp. 257. 
The “due process” clause is a limitation even on the taxing power. 
Heiner v. Donnan, 285 U. S. 312, 326. In Pritchard v. Norton, 106 
U. S. 124, at p. 132, it is said: 

“A vested right of action is property in the same sense in which 
tangible things are property, and is equally protected against arbitrary 
interference.” 

14 282 U. S. 409, 426. 

207 U.S. 1. 

16 207 U. S. 110. 
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may withdraw that consent at any time or qualify 
it and that an action against a Collector is subject 
to the same limitation. This same argument was 
advanced by the Government in Graham & Foster v. 
Goodcell,” to which the taxpayers replied that an 
action against a Collector or any public officer for 
any act not justified by law was not an action against 
the United States but purely a personal action; that 
it was one of the great liberties of the people, having 
its birth in England where the maxim was “The 
King can do no wrong” and the state could not be 
sued, but the Judges there, being always noted for 
their zeal in protecting the liberties of the people, 
did not extend the King’s immunity to public of- 
ficers but held them strictly accountable for acts not 
justified by the letter of the law; that this was one 
of the valuable common law rights of the people, im- 
ported to this country with the common law; that 
it is upon this theory a citizen may sue a police of- 
ficer for an illegal arrest and a sheriff for an illegal 
seizure, and that it was in no respect subject to 
the conditions or qualifications of an action against 
the United States and the Government could not 
withdraw it. With reference to the arguments of the 
parties the Court said :"8 

“The argument of the Government in this respect is not 
adequate to dispose of the controversy. Some of the pres- 
ent suits were brought against the Collector individually 
and were based upon the right to recover as against him 
by reason of his illegal acts. Such an action is personal 
and not against the United States. Sage v. United States, 
250 U. S. 33, 37; Smietanka v. Indiana Steel Co., 257 U. S. 1, 
4,5. If the Congress did not have the authority to deal 
by a curative statute with the taxpayers’ asserted substan- 
tive right in the circumstances described, it could not be 
concluded that the Congress could accomplish the same 
result by denying the taxpayers all remedy both as against 
the United States and also as against the one who com- 
mitted the wrong. See Brinkerhoff-Faris Trust & Sav. Co., 
281 U. S. 673.”” 

The Government will seek support for its argu- 
ment that a suit against a Collector is in reality a 
suit against the United States, from the dicta in 
George Moore Ice Cream Co. v. Rose, 289 U. S. 373, 
that an action against a Collector is now “a relic of 
obsolete modes of thought.” As we have shown, 
the obsolete thought upon which it is based is the 





17 282 U. S. 409. 

18 282 U. S., p. 430-1. 

1 Section 902, Revenue Act of 1936, provides: ‘No refund shall be 
made in pursuance of Court decisions or otherwise” unless on conditions 
which taxpayers assert are impossible to meet.” 

The recent decision of Judge Brewster of the District Court of Massa- 
chusetts in Butler v. Carney, 1936 C. C. H. par. 9526, sustains the Gov- 
ernment. It holds that the action against a Collector of Internal 
Revenue has been taken away by statute. The case of Carey v. Curtis, 
3 How. 236, decided over the hemuate of Justices Story and McLean, 
was a suit against a Collector of Customs and not against a Collector 
of Internal Revenue. So was the case of Curtis v. Fiedler, 2 Black 461. 
In the case of Philadelphia v. Collector, 5 Wall. 720, which was a suit 
against a Collector of Internal Revenue, the Government argued that 
the statute making it the duty of the Collector of Internal Revenue to 
pay money collected over to the Treasury took away the action against 
him on the authority of the two aforesaid cases dealing with actions 
against a Collector of Customs (See p. 732) but the Supreme Court 
refused to so hold, saying that Congress had manifested a contrary 
intention. The Supreme Court has never squarely held that the common 
law action against a Collector of Internal Revenue was taken away by 
statute although in Collector v. Hubbard, 12 Wall. 1, it did say the 
action was statutory and further held that there was no “vested right 
in a remedy granted by Congress for the correction of an error in taxa- 
tion.” That there is considerable latitude in the collection of the reve- 
nues has always been recognized. (Wickwire v. Reinecke, 207 U. S. 
101). Certainly this principle has no application to a situation where 
there is not a mere error in taxation but where property has been 
taken by an illegal trespass and not under the taxing power. A citizen 
has a vested right in his own property and if the Government takes it 
illegally, the Fifth Amendment gives him a vested right to just com- 
pensation which must be adequate and reasonably prompt. White v. 
Hopkins, 51 Fed. (2nd) 159 (C. C. A. 5th), says that the action against 
a collector is a common law action. 


TAX REFUND LIMITATIONS 7 


idea that the King can do no wrong or that the sov- 
ereign cannot be sued without its consent. This 
doctrine had its birth in a country where the sov- 
ereign was absolute master and the people subject 
and it never had any basis in a country where the 
people were themselves masters and the government 
their servant. Nevertheless the obsolete thought that 
the sovereign is not subject to suit without its con- 
sent and can only be sued according to the terms of 
its consent was adopted here, without thorough 
examination of the basis on which it rested, and has 
become firmly fixed in our law, and while it remains 
the law, actions against public officers for unlawful 
acts cannot be curtailed without striking a blow at 
one of the great rights which make us a free people.”° 

The argument that the act of the officer was in 
effect the act of the United States and that the 
sovereign had not consented to be sued was ably 
advanced and more ably repudiated the great case of 
United States v. Lee,2* which Mr. Warren in his book 
“The Supreme Court of the United States in 
History,” states is “now regarded as one of the 
glories of American law.” ” 

On the continent of Europe the public officer is 
generally above the law and the subject can hold 
him answerable for wrongs only as a matter of 
grace, but that principle has never been in accord 
with Anglo-Saxon ideas of liberty or with our theory 
of government. It is the view of many of us that 
those who strive to curtail judicial review of admin- 
istrative acts are striving to curtail the liberties of 
a free people. It was fortunate that the case of 
St. Joseph Stock Yards Co. v. United States,?* was de- 
cided the way it was and that the view of the 
minority was not adopted. Had the minority view 
prevailed in that case the Senate Committee indicated 
in its report on the Revenue Bill of 1936, it would 
have made the determination of the Commissioner 
final and conclusive. 

After the Eleventh Amendment forbidding a suit 
in a Federal Court by a citizen against a state had 
been adopted, as an aftermath of the decision in 
Chisholm v. Georgia,” it was argued that state officers 
could not be sued for money or property procured 
by them under an illegal and unconstitutional stat- 
ute, because they were merely nominal parties and 
it was a mere formal device to bring the real party 
in interest, the state, into court and evade the ex- 
press prohibition of the Eleventh Amendment, but 
it was held otherwise.”® 

(Continued on page 62) 


2JIn the debate in the Virginia constitutional convention one of the 
objections made by Patrick Henry was that the President had the 
pardoning power and might grant pardon for criminal offenses perpe- 
trated by officers upon the people. This is another reason why it is 
important to preserve the civil responsibilities of public officers. Shortly 
after the decision in the George Moore Ice Cream Co. case the Court 
again reiterated the rule that an action against a Collector was personal. 
Tait v. Western Maryland R. R. Co., 289 U. S. at page 627. 

71106 U. S. 196. 

22 See Volume 2, p. 671 to 675. 

23 298 U. S. 38. 

%In Volume 50 Harvard Law Review, at pages 78 to 93, a note 
criticises the majority decision on such grounds as being subject to 
judicial review is “a reflection on the Board’s prestige.” Of course 
any constitutional limitations on the power of a monarch serve to take 
away the prestige and power surrounding a despot. Those responsible 
for the other criticisms advanced in this note in the Harvard Law 
Review would soon realize that however justified they may be in 
theory, they are ridiculous in practice, if they had more personal experi- 
ence with these administrative boards. Every man of any experience 
in tax practice well knows that the decision in the Williamsport Wire 
Rope Company case was a decision which should never have been made. 

2% 2 Dall. 419. : 

26 Scott v. Donald, 165 U. S. 68, 107; for a more thorough discussion 
see Poindexter v. Greenhow, 114 U. S. 270. 
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AXES have always been a sore subject with 
T Americans—in fact even before we became 
“Americans. Recent research has indicated 
that our English and Irish forebearers were just as 
eager to escape the burden of taxes in their respec- 
tive countries as they were to escape political perse- 
cution. In truth a lot of what our ancestors called 
political persecution was no more than the sheriff 
and the tax gatherer on their heels. But this is 
by no means to say that they were not justified in 
so doing. They were subjected to a weight of taxes 
which was burdensome and excessive, and which as 
a people they were unable to bear. 

One would think that the first thing these worthies 
would have done upon becoming Americans would 
have been to abolish forever these hateful inequali- 
ties and injustices of their taxing system. But not 
so. They have survived, and today it seems no 
exaggeration to say that the outstanding defect in 
our American system of taxation is still the unequal 
burden it imposes. 


This h iain it h f State, County and Municipal ... .. .$19,277,000,000 
1is has always been the bane of every system |” eeleiirereenine ee | 27,645,000,000 
of taxation since the days of ancient Sparta. We Territories and Insular Possessions . 146,000,000 
in America have known it since before our nation Federal Farm Loan System 3,625,000,000 
was established, and we have made attempts, though 4 A v3 ee pr nye 
half-hearted at best, to circumvent it. But despite ne ane neeny ar ass teen. 
our boards of appraisers and boards of equalization it Total Gross . .. $57,245,000,000 | 


has circumvented us, in ways we did not anticipate 
and in some cases through means we thought were 
above question. 


This unequal burden of taxation has been brought 
about principally in two ways—through tax-exempt 
obligations and the class exemption of income. Most 
of us are already more or less familiar with the first 


































closed the enormous volume of these tax-exempt 
securities, and has furnished us with some idea of 
the extent of the loss in Federal revenues from 
that source. 


The Volume of Tax-exempt Securities 


In the following tabulation there is set forth in 
round millions the amount of tax-exempt securities 
outstanding as of June 30, 1935. There is also shown 
the estimated amount of such securities in the hands 
of the public to whom such securities would be 
subject to taxation if they were not exempt. It has 
been found impossible to arrive at a fair estimate of 
the amount of tax which would be paid upon the 
income from these securities if they were not ex- 
empt. That the amount of income so exempt how- 
ever is undoubtedly a sum running into the hundreds 
of millions, seems obvious. 


TOTAL TAX-EXEMPT SECURITIES OUTSTANDING AS OF 
JUNE 30, 1935 











It is manifestly difficult to determine the extent 
to which tax exempt securities are held by chari- 
table, scientific, and eleemosynary institutions whose 


ESTIMATED AMOUNT OF TAX-EXEMPT SECURITIES IN THE 
HANDS OF THE PUBLIC AS OF JUNE 30, 1935 
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category. But the amount of securities which has State, County and Municipal . .$16,895,000,000 
been issued by state and Federal governments and —— i TS eae d 
: » : ce? ° 4 erritories an nsular ossessions . 3 i rs 
their several instrumentalities and which is out- Saleiel eres Lawn Gece... 2,544,000,000 | 
standing in the hands of the public, has been more tf aes 250,000,000 © 
or less of an unknown quantity until the past few 5. ae 2,476,000,000 | 
months. A recent study of this situation conducted =e 6a 
; : cc: ies : Total net... seeeeaaack! .... .$48,419.000,000 © 
in connection with the Revenue Act of 1936 has dis- Less Federal Reserve Bank holdings... 2,433,000,000 | 
* The vi d in this articl h 1 vi noemmvsmeminwcsescen 
ae sethor anil ome ane to ba, taseravanel Oo gw tiaea se om eatbeatatins $45,986,000,000 | 
expression of the position of the Assistant General Counsel. q 
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income therefrom would not be subject to Federal 
taxation under other provisions of the Revenue 
Acts. In connection with the study above referred 
to it was estimated that such holdings amounted 
to approximately $8,826,000,000. It was also esti- 
mated that the amount of such securities held by 
the Federal Reserve Banks in whose hands the in- 
come therefrom would be exempt from Federal taxa- 
tion, was approximately $2,433,000,000; leaving a 
total of $45,986,000,000 of such: securities in the 
hands of the general public. The income from those 
securities would be subject to Federal taxation ex- 
cept for the specific exemption given them under 
the Revenue Acts and under constitutional immunity. 


A much more complex problem however is pre- 
sented by the exemption of certain classes of people 
from Federal income tax. Strangely enough, the 
widespread character of these exemptions and the 
extent of the loss in the Federal revenue is not 
generally appreciated. It is very doubtful if the 
average taxpayer in New York City, for example, 
has the least idea of how many of his fellow citizens 
with substantial incomes are exempted from con- 
tributing one cent directly to the support of the 
Federal Government. It is the purpose of this article 
to discuss the extent of those exemptions and to 
examine some of the reasons why they are per- 
mitted. 


The Extent of Federal Income 
Tax Exemption 


To ascertain the extent of the exemptions we need 
only turn to the records of the Commissioner of 
Internal Revenue on Income Taxation, which has 
been the largest source of Federal revenues. When 
our income tax amendment to the Constitution be- 
came effective in 1913 ordinary citizens were under 
the impression that the Revenue Acts to be passed 
under that authority would be broad and inclusive, 
and would levy a tax upon every individual and 
corporation that had an actual income during the 
year in question which could be measured in dollars 
and cents. But it was not so to be. When the first 
income tax law finally emerged from the halls of 
Congress, it was found to contain various exemp- 
tions some of which one suspects were dictated by 
means and motives that ranged from organized 
pressure groups to purely personal prejudices. There 
were in the law exceptions and provisions and jokers 
and outright immunities the sum total of which was 
to reduce the tax basis to a fraction of its potential 
application. 

Potentially, every citizen of the country who is 
in receipt of income and every alien who derives 
income from our domestic sources is subject to our 
Federal income tax. This is founded upon the broad 
principle that whoever enjoys the privileges, benefits 
and protections afforded by the government should 
be subject to a tax by it for its continued existence.’ 
That principle has, of course, been found to have 
certain constitutional and legal limitations, but po- 
tentially it had the scope that the citizenry of the 
country gave to it by adoption of the Sixteenth 





1“The power to govern implies the power to tax.” 


: } See Los Angeles 
Soap Co. v. Collector, U. S. D. C. Cal., Mar. 16, 1936. 
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Amendment. The degree by which it has been 
whittled down by legislative exemptions and by judi- 
cial interpretation can best be seen by reports which 
have been made by the Commissioner of Internal 
Revenue from time to time, and by comparison with 
British income tax records. 


In the accompanying table, which may contain infor- 
mation that is surprising to many taxing authorities 
as well as to taxpayers, an attempt has been made 
to show how the tax base for the collection of Fed- 
eral revenues has been constantly and consistently 
curtailed since the enactment of the first income tax 
act until it has been substantially cut in half. The 
significant thing is not the figures themselves but 
is in the trend. There has been a steady reduction 
in the tax base resulting in a reduction of almost 
50 per cent since 1916 in the proportion of our citi- 
zens who contribute anything to the direct support 
of the Federal Government. 


If we examine the above figures carefully, we find 
that the ratio of nontaxable incomes to taxable in- 
comes in the United States is appalling. For ex- 
ample, we have upon authority of the Bureau of 
Labor Statistics that in 1933 there were approxi- 
mately 41 million persons gainfully employed in the 
country. Add to that 10 million, the number, by 
conservative estimate, who are not employed but 
received income from various sources. The total 
is 51 million subject to tax. Out of that total of 
potential taxpayers in 1933, we find that less than 
two million actually paid any Federal income tax. 
That is, only 1.39 per cent of our citizens are paying 
a direct tax in support of the Federal Government. 


The State Jobholder Nontaxables 


But that is not the worst aspect of the picture. 
In the last column of the following table we find the 
number of officers and employees of the 48 states. 
sy express statutory exemption these millions are 
not required to file a Federal income tax return at 
all upon their compensation from the states. And, 
inasmuch as the number of such persons who re- 
ceive taxable income from other sources is com- 
paratively small, it follows that the great majority 
of these potential taxpayers do not even have to 
go through the form of filing income tax returns 
because they are “class exempt.” 


Such are the bare facts. Now why should this 
be so and who is responsible for that condition? 
Mr. Westbrook Pegler gives us a clew to the why 
and the wherefore in a recent newspaper comment. 
He said: 


The state, county and municipal jobholders in more or 
less permanent positions throughout the country far out- 
number the Federal personnel. * * * JI have seen their 
number estimated at five millions—a general figure but 
with a reasonable sound nevertheless. 

Probably a good portion of them do fall below the Fed- 
eral minimum exemption figure, but one should not mini- 
mize the human quality of the income tax law on that 
account. There are still millions of judges, school teachers, 
commissioners, mayors, aldermen, policemen, firemen, gov- 
ernors, attorneys general, prosecutors, treasurers, sheriffs, 
and patriots of a hundred other classifications who have 
never felt the pains so familiar to people of common clay. 


From which it is apparent that the layman and 
average citizen have at last begun to sense the alarm- 
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Estimated 
% Returns % Taxable No. State 

Nontaxable toU.S Seturas to % Taxable Officers and 
Year U. S. Population * Returns Filed _Taxable Returns Returns Population Population Returns Employees 
1916 100,757,735 437,036 362,970 74,066 43 36 83. 
1917 102,172,845 3,472,890 2,707,234 765,656 3.39 2.65 78. 
1918 103,587,955 4,425,1 14 3,392,863 1,032,251 4.27 3.28 72. 
1919 106,021,431 5,532,760 4,231,181 1,101,579 5.03 3.99 79. 
1920 106,021,431 7,259,944 5,518,310 1 741 634 6.85 5.20 76. 
1921 106,021,431 6,662,176 3,589,985 3,072, 191 6.28 3.39 54. 
1922 109,552,128 6,787,481 3,681,249 3,106,232 6.20 3.36 54. 
1923 110,996,153 7,698,321 4,270,121 3,428,200 6.94 3.85 55. 
1924 112,364,000 7,369,788 4,489,698 2,880,090 6.56 4.00 61. 
1925 115,725,000 4,171,051 2,501,166 1,669,885 3.60 2.16 60. 
1926 117,489,681 4,138,092 2 2,470, 990 1 667, 102 3.52 2.10 59.71 4,820,000 
1927 118,988,000 4,101,547 2.440, 941 1,660,606 3.45 2.05 59.51 4,842,000 
1928 120,380,000 4,070,851 2,523,063 l 547,788 3.38 2.10 61.98 4,864,000 
1929 123/202'660 1,044/327 2'458,049 1:586,278 3.28 2.00 60.78 4.886,000 
1930 123,202,660 3,707,509 2,037,645 1,669,864 3.01 1.65 54.96 4,888,000 
1931 123,202,660 3,225,924 1,525,546 B, 700, 378 2.59 1.24 47. 29 4,890,000 
1932 125,265,000 3 '877, 430 1,936,095 1,941,335 3.10 LSS 49.93 4,878,000 
1933 126,130,000 3,723,558 1,747,740 1.975.818 3.00 1.39 46.94 4,870,000 
1934 127,068,000 4,094,420 1,795,920 2:298,500 3.22 1.41 13.86 4875,000 
1935 4 127,521,000 4,300,691 1,836,165 2,464,5 26 3.42 1.43 45.00 


‘Pp ena ition is nearest census : ii or Bureau of Census estimate. 


; All figures for 1935 tax returns preliminary. 


4,891,000 











ing extent of these so-called constitutional exemp- 
tions which result in an unfair and unequal burden 
of taxation upon other groups. Actually the effect 
has been to create a favored class of people who in 
many cases contribute nothing to the support of 
the Government which directly or indirectly gives 
them their employment. To quote from Mr. Pegler 
again: 

The Governor of New York, for example, heads a long 
list of high-salaried public officials who do not have to 
pay any tax on their public salary. The Governor gets 
$25,000 a year—a figure which would make a marked man 
of him if he were working for a private employer. But 
his is what is known as a constitutional office, so his 
$25,000 a year is all his own. The Lieutenant Governor 
at $10,000 a year enjoys the same immunity and so do 
the judges of the Court of Appeals, the Appellate Divi- 
sion, the Supreme Court, the Court of Claims, the Court 
of Special Sessions and the Surrogates. 

These learned and public-spirited ornaments of the state 
government draw from $15,000 to $22,500 a year and keep 
it all, whereas a single handed clerk or mechanic em- 
ployed by a business firm at $150 a month is expected to 
shower down to both National and state treasuries. The 
members of the New York legislature receive $2,500 a 
vear, or roughly twice as much for their part-time work 
as the taxpaying $100 a month, but they too are constitu- 
tional officers and therefore exempt. 


The Authority for 
This Class Exemption 


It is interesting to note that these class exemp- 
tions had a very small and simple beginning. They 
began with a remark dropped by Justice John 
Marshall in the old case of McCullough v. Maryland,’ 
a case where the state of Maryland was attempting 
to levy a tax upon a Federal bank. Marshall held 
that the State had no such power and in the course 
of a long and laborious opinion remarked that “The 


*4 Wheat. 316. 


power to tax is the power to destroy.” How those 
nine words have been stretched to cover situations 
never dreamed of by Marshall is familiar to every 
candid constitutional lawyer. The courts have used 
those words to strike down laws, Federal and state, 
ranging from revenue laws to regulations to pro- 
tect a state from the importation of diseased cattle. 

The legalistic theory behind this doctrine of ex- 
emption is that, under the Federal constitution, ours 
is a dual system of government consisting of two 
independent sovereign powers, viz., the Federal Gov- 
ernment and the several state governments; that 
each can function and maintain its independence 
only where there is no interference or burden placed 
upon its functions by the other; and that a tax of 
any sort is such a burden or interference as would 
affect the independence of the one so taxed, and 
hence such a tax is unconstitutional. 

It seems only fair to say that the courts have 
followed the theory without regard to the practical 
effects of the tax. The argument has been; this 
tax is a burden; being a burden if it is increased it 
may destroy the functions of a state; since the power 
to tax is therefore the power to destroy, this tax 
is unconstitutional. Of course, exactly the same 
economic logic might be made against any tax im- 
posed upon any taxpayer. If the argument is fol- 
lowed to its logical conclusion, it simply means this 

that as applied to a state or instrumentality of a 
state the Constitution gives immunity from destruc- 
tion-—as applied to a citizen or private corporation 
the Government can tax with impunity. That theory 
of sovereignty has been upheld by the courts.’ 

It is manifest that the courts were perhaps justi- 
fied in originally announcing the doctrine as a prin- 


3 Cf. Panhandle Oil Co. v. Knox, 277 U. S. 218. 
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ciple of constitutional law because the power to tax 
if unrestrained is in fact the power to destroy. And 
in fairness to John Marshall it should be said that 
the application of that doctrine in McCullough v. 
Maryland was entirely proper under the facts be- 
cause the tax there imposed by the state of Mary- 
land was enacted for the very purpose of preventing 
the Bank of the United States from operating in 
that state. The doctrine as a doctrine cannot there- 
fore be regarded as a legal fiction as it has been 
denounced, but is a necessary safeguard in the pro- 
tection of the Federal and state governments from 
mutual aggression. 


Immunity Doctrine Unduly Extended 


Nevertheless, it does seem that in its subsequent 
application the doctrine has been unduly extended. 
That is to say that while the power to tax is the 
power to destroy, the power need not be destructive 
unless it is exercised in a destructive way. The 
power to tax need not go so far. And as Justice 
llolmes said in a dissenting opinion in Panhandle 
Oil Co. v. Knox, supra, “The power to tax is not the 
power to destroy while this Court sits.” That state- 
ment does appear in a dissenting opinion but it gives 
us a key to the problem. What is destructive of 
property or privileges is a question of fact that courts 
should be able to determine. There is nothing inim- 
ical to our governmental system in that nor would 
it be in derogation of the implied constitutional 
exemption. 

For illustration, it is a fact that the courts have 
assumed jurisdiction in cases involving the constitu- 
tionality of rates, tariffs, etc., established by various 
states, to go into the particular facts in the case 
and to determine whether or not the rates, tariffs, 
etc. were excessive and confiscatory.* This juris- 
diction is presumed to have arisen out of the Four- 
teenth Amendment providing that no person shall 
be deprived of his property without due process of 
law. Even so it seems logical to argue that the 
power of a state to confiscate property by taxation 
should be subject to inquiry as to the fact of con- 
fiscation in the same manner as its power to con- 
fiscate property by the fixing of rates, and the 
extension of the rule would give no one a just cause 
of complaint. 


The question of reasonableness of a rate fixed by 
| common carrier, involving as it does the element 
of reasonableness both to the carrier and to the pub 
lic, is mainly a question for judicial inv estigation 
requiring due process of law for its determination.® 


An attempt by a state legislature to withhold from 
the courts the power to determine according to their 
own independent judgment whether rates fixed by a 
state public service commission are confiscatory 
must be deemed to deny due process of law.® 

If it should be contended, however, and it doubt- 
less will, that the doctrine as now applied by the 
courts is already too well established in our consti- 





4 Cf. Minnesota Rate Cases, 230 U. S. 352. 

5 Chicago etc. Ry. Co. v. Minnesota, 134 U. S. 458; L & N RR Co. v. 
Siler, 186 F. 176, affirmed 231 U. S. 298. 

® Ohio Valley Water Co. v. Ben Avon Borough, 


253 U. S. 287. 
See also Lake Shore Railroad Co. v. 


Smith, 173 U. S. 687. 
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tutional law to permit of any such liberalizing modi- 
fication, there is still a remedy. The doctrine, as it 
is, involves no equitable considerations whatever. 
It was created because of its possibilities rather than 
its practical effects. No one would contend that it 
would be unjust or inequitable for the governors of 
the several ‘states, their judges, bailiffs, sheriffs, 
clerks, jailkeepers and whatnot, to pay the same 
Federal income taxes as other ordinary citizens pay. 
And not even these privileged ones themselves 
would dare contend that their obligation and their 
duty to bear their proportionate shares of the burden 
of supporting the Federal Government is any less 
than yours and mine. 

But that is not the argument they make. 
argument is a much subtler sort of thing. It runs 
something like this. The Federal income tax if it 
were imposed upon state officers and employees 
would have the effect of reducing the compensation 
of such officers and employees, and would deter them 
from entering or remaining in the state’s employ; 
and eventually the states would have difficulty in 
competing with private employment to obtain such 
employees. Hence, they argue such a tax would 
impair the efficiency of the states and would be- 
come a burden upon their operation. Therefore, 
such a tax is unconstitutional and should not be lev- 
ied upon state officers and employees. 


The defect in the argument is that it will not stand 
up under the facts in the case of Federal income tax 
levies. The Federal income tax as imposed is a 
non-discriminatory tax which operates with equal 
application upon all incomes subject to tax. Under 
no conditions could it impose any greater onus upon 
the officers and employees of the states than it would 
upon other citizens of the states. If it were de- 
structive as to one, it would be equally destructive 
as to the other. The imposition of the Federal 
income tax upon the employees of states would 
therefore subject them to the same burden which 
taxpayers in private employment would pay—no 
more, no less. Hence, such employees would have 
no inducement whatever to leave the state service 
to go into private employment. That being true the 
whole foundation falls out of the argument that such 
a tax would constitute a burden upon the states as 
a matter of fact. It would seem to follow that the 
non-discriminatory Federal taxes do not come under 
the constitutional exemption unless the facts in the 
particular case prove an actual burden upon the 
functions of the state.’ 

But aside from the constitutional question, since 
it appears that there are no equities or rights in- 
volved and nobody’s honor is at stake, the question 
may be asked—Why should the exemption be per- 
petuated? Suppose it is a constitutional privilege 
imbedded by long observance; is it therefore some- 
thing sacred that cannot be changed? Is there any 
sound or just reason why five million people in this 
United States should not contribute to the support 
of the Federal Government, even as you and I? 


“Their 





7Willcuts v. Bunn, 282 U. S. 216; Educational Film Co. v. Ward, 
282 U. S. 379. Cf. Fox Film yy v. Doyal, 286 U. S. 123; See also 
Clarence M. Freedman v. Com., 34 BTA No. 146, Aug 19, 1936. 
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Judicial Tax 
Safeguards 


HI wide scope and ever increz ising importance 

of Federal income taxation makes it highly 

desirable for the taxpayer’s protection that he 
possess a general knowledge of the technique in- 
volved in the disposition of his tax return and the 
final determination of his tax liability. 

To explore all the ramifications of departmental 
procedure in connection with the audit of returns, 
additional assessments, appeals, hearings, etc., which 
in themselves are so intricate as to frequently tax 
the knowledge of the most capable tax practitioner 
of long experience, would be impractical. This ar- 
ticle is designed, rather, to trace briefly the circuitous 
course a Federal tax return may travel before its 
final approval and ultimate disposition by the Gov- 
ernment and to point out the devious ways of adjust- 
ment and the various avenues of appeal and judicial 
review available to contest a proposed additional tax 
assessment. 


Local Collector’s Office 

The tax return, as filed, begins its circuitous jour- 
ney at the local collector’s office. Here the returns 
of all taxpayers are stamped, indexed and numbered. 
Accompanying remittances, if any, are checked with 
the return and entered on the collector’s assessment 
lists. The returns are thereafter examined to deter- 
mine the correct tax liability.’ 

All returns filed on Individual Form 1040A (for 
net incomes under $5,000, derived chiefly from sal- 
aries or wages) are audited by the local Collector 
of Internal Revenue and retained in his office. 

After auditing these returns, the collector notifies 
the taxpayer by mail of any apparent tax deficiency 
appearing thereon. One so notified may, within the 
time allotted in the letter of notification, file a protest 
against the proposed additional assessment. 





126 U. S. C. A., Sec. 1045. 
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Preliminary Examination 


Returns other than Form 1040A are subjected to 
a preliminary examination in the local collector’s 
office to determine their accuracy as filed. Obvious 
errors of computation and excessive deductions, 
credits or exemptions appearing on the face of the 
return are corrected. The collector advises a tax- 
payer by letter of any additional tax liability result- 
ing from a correction of such mathematical or obvious 
errors. Overpayments of tax, if any, are automat- 
ically cleared through the Excess Collection List 
and either certified for refund or credited against the 
taxpayer’s outstanding tax indebtedness.’ 


After this preliminary examination has been made, 
a number of revenue agents further “survey” all 
returns (other than Form 1040A), to determine 
whether a more detailed examination is necessary. 
The returns are classified by these agents either as 
“accepted” or, in the case of those which require 
further verification or examination,—for “office 
audit” or “field audit.” 


Washington Unit 


After this preliminary examination and classifica- 
tion has been completed, all returns, other than those 
which the collector is authorized to retain, are trans- 
mitted to Washington. Individual returns filed on 
Form 1040A and corporation returns filed on Form 
1120 are routed through the Clearing Division, which 
embraces the Proving, Claims Control, Statistical 
and Preliminary Audit Section. 

It is the duty of the Proving Section to verify and 
compare the tax returns, serial numbers, and the 


amount of tax with the local collector’s assessment 
lists. 
In the Claims Control Section, master control 


cards are prepared to trace the course of the re- 
turns assigned to the field and office auditing forces. 

The Statistical Section gathers analytical and sta- 
tistical data for use by Congress or governmental 
authorities as a basis for future legislation. 

The “accepted returns” are upon receipt checked 
by the Preliminary Audit Section. Should this Sec- 
tion “accept” the returns as approved, the case is 
closed. The records are then sent to the Files Sec- 
tion of the Records Division. However, if the 
Washington reviewer rejects the local agent’s rec- 
ommendations, the Preliminary Audit Section pro- 
ceeds to re-classify the return for “field audit” or 
“office audit.” 

After thus recording and checking the returns in 
Washington, those assigned for “office audit” or 
“field audit” are re-routed to their respective origi- 
nating field offices for further investigation. 

All individual returns filed on Form 1040A which 
indicate a gross income of $25,000 or more are re- 
turned to the office of the local Internal Revenue 
Agent in Charge. So, too, all taxable corporation 
returns on Form 1120 reporting a gross income in 
excess of $75,000 and all non-taxable corporation 
forms showing a gross income of $125,000 or more 
are dispatched by the Washington Unit to the proper 
local Internal Revenue Agents i in Charge for further 





2 Reg. 86, Rev. Act of 1934, Supp. O., Sec. 321. 
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investigation. The latter are also charged with the 
audit of “partnership returns” filed on Form 1065 
as well as the “fiduciary returns” filed on Form 1041. 


Office Audit 


The local originating field offices to which these 
classified tax forms are returned expeditiously pro- 
ceed to assign the returns to a local “office auditor” 
or “field agent” as the case may require. 

The taxpayer is given every opportunity by the 
examining agent, in the conduct of his office audit, 
to explain and substantiate any doubtful items ap- 
pearing on the return. Every effort is made to arrive 
at a mutually agreeable and equitable determination 
of the true tax liability. Should income adjustments 
be necessary, the taxpayer is so advised and a copy 
of the examining auditor’s report and recommenda- 
tions is subsequently furnished him. 


Field Audit 


In due course, a local “field agent” contacts the 
taxpayer. At a mutually agreeable time, he con- 
ducts a field examination of the taxpayer’s books, 
records, financial and other relevant data. The agent 
is empowered to require the presentation of such 
further and additional proof or evidence as may be 
necessary to arrive at a correct tax determination.* 

The nature and character of the proposed adjust- 
ments resulting from either a “field” or “office” audit 
are set forth in detail in the investigating agent’s 
report. This report contains a statement of addi- 
tional taxes due, accompanied by the necessary sup- 
porting schediles and exhibits and allows the taxpayer 
the privilege of protest.* 


Acquiescence to Assessment 


Where the agent’s report shows an additional tax 
to be due, the taxpayer is privileged to consent to 
its immediate assessment by submitting a written 
acquiescence wherein he waives restrictions on the 
assessment as provided for his protection in Section 
274(a) of the Revenue Act of 1926 and agrees to such 
final determination of his tax liability.® 


This procedure enables him to avoid the imposi- 
tion of further interest charges.® 

Such assessment, duly acquiesced to, is further 
reviewed by agents under the supervision of the local 
Revenue Agent in Charge. 

These agents are authorized to either approve or 
reject the tendered acquiescence. Should the re- 
viewer concur, the additional tax acquiesced to by 
the taxpayer is formally assessed and duly referred 
for collection. The case is then marked closed upon 
payment of the deficiency by the taxpayer. 

On the other hand, if the reviewer determines that 
the proposed assessment should be increased or de- 
creased, the offer of acquiescence becomes ineffectual 
and a modification of the tax liability is made. The 
taxpayer is then advised by a registered “thirty-day 
letter” of such tax revision and of his right to contest 
it by filing a “Letter of Protest.” * 


3U. S. v. First Nat’l Bank of Mobile, 295 (F) 142; Brownson v 
U. S., 32 F (2d) 844. 

*T. T. Form 850. 

57. T. Form 870 (Rev. Act 1926, Reg. 69, Art. 1232 (5)). 

® Rev. Act of 1932, Sec. 292. 

*T. T. Form 850. 
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Letter of Protest 


The protest referred to above must be filed in the 
office of the Revenue Agent in Charge within a des- 
ignated time—usually thirty days. It should em- 
brace all the items or adjustments to which the 
taxpayer objects, including a statement of the addi- 
tional facts and law upon which the taxpayer intends 
to rely in support of his contentions. He may also 
submit relevant supplemental evidence or data nec- 
essary to overcome the proposed assessment. 

Such Letter of Protest and its accompanying state- 
ments should be executed by the taxpayer under 
oath and filed in triplicate: Among other statements, 
it must include: 


(a) The name and address of the taxpayer. 


(b) A designation by date and symbol of the regis- 
tered notice from which the appeal originates. 


(c) The taxable year or years involved and a state- 
ment of the amount of tax liability in dispute 
for each year. 


(d) An itemized schedule of the findings of the 
agent to which the taxpayer takes exception. 


(e) A summary statement of the grounds upon 
which the taxpayer relies in support of his 
protest. 


(f) A request for a hearing, if one is desired. 


An attorney who prepares the protest, must ac- 
company it with an affidavit to that effect, stating 
whether the facts contained therein are known to 
him to be true of his own knowledge. Only a tax- 
payer or his duly authorized representative may ap- 
pear before the conference committee. No attorney 
will be recognized unless he presents a duly acknowl- 
edged “power of attorney” and an “identification 
card” evidencing enrollment as an authorized attor- 


ney duly licensed to practice before the Treasury 
Department.® 


Conference Committee Hearing 


The requested hearing which is conducted under 
the supervision of the Internal Revenue Agent in 
Charge, is duly arranged. At this hearing, the mer- 
its of the taxpayer’s protest are heard. To prevail, 
he must sustain the burden of proof by showing the 
agent unjustly predicates the additional tax assess- 
ment on an erroneous conclusion of fact or law.® 

After the Conference Committee has concluded its 
hearing and arrived at its final determination, all 
related records of the case, including the agent’s re- 
port, the taxpayer’s protest and the Conferee’s rec- 
ommendations are transmitted to the Audit Review 
Division in Washington. Here a resident auditor 
reviews the entire file to determine whether the 
Conferee’s suggested assessment or agreement is 
warranted. 

Should the Washington Unit reject the Confer- 
ee’s proposed assessment and determine that no real 
tax deficiency exists, the taxpayer is so advised and 
his tax matter closed. 





8 Departmental Circular No. 230, Revised, Internal Rev. Bulletin 
XV-41-8348. 


® Burnet v. Houston, 283 U. S, 223, 
























































14 





If the Washington Unit agrees with the Confer- 
ee’s determination of additional tax, the taxpayer 
is advised through a “deficiency letter” sent by reg- 
istered mail. This letter accords him a stipulated 
time within which to file a further protest and to 
request a further hearing before the Unit in Wash- 
ington. 

If, after a consideration of the t taxpayer's protest 
and arguments at the Washington hearing, the Com- 
missioner sustains the tax deficiency, he will forward 
a “ninety-day letter” or “notice of deficiency” to the 
taxpayer by registered mail advising him of such 
final determination. In this letter the taxpayer is 
advised that within the ninety-day period subse- 
quent to the mailing of such deficiency notice, he 
may file a petition with the Board of Tax Appeals 
for a re-determination by that body of the deficiency 
asserted by the Commissioner.’® ‘This time limita- 
tion is statutory and no additional extension may be 
secured. 


The Revenue Act provides that no assessment or 
court proceeding for the collection of a deficiency 
tax may be made or prosecuted before the expiration 
of the ninety-day period after the deficiency notice 
has been mailed to the taxpayer. Where a petition 
is filed by the taxpayer, with the Board of Tax Ap- 
peals, no assessment may be made until the decision 
of the Board has become final." 

In numerous cases where an appeal is filed with 
the Board of Tax Appeals, much time elapses after 
the receipt of the deficiency notice before the tax- 
payer actually pays the additional tax. 


Review by Board of Tax Appeals 


The Board of Tax Appeals is an independent 
agency in the executive branch of our government.” 
It was organized for the purpose of impartially re- 
vie wing a taxpayer ’s protest against an alleged tax 
deficiency prior to its payment. It has no connection 
with the Bureau of Internal Revenue, but conducts 


its hearings strictly as a judicial body. 


In the initiation of his appeal to the Board, the 
petitioning taxpayer must conform with the neces- 
sary jurisdictional requirements. The petition must 
aliege the amount of the deficiency, and the period 
for which such deficiency is assessed. It should 
also contain a clear and concise assignment of error, 
a statement of the facts, and the propositions of law 
involved upon which the taxpayer relies. In addi- 
tion it should contain an appropriate prayer for relief. 
The petition must strictly adhere to the proper form 
required by the Board * and must be accompanied 
by a copy of the Commissioner’s “ninety-day letter.” ' 


An original and four clear typewritten copies of 
the petition must be filed with the Board of Tax 
Appeals accompanied by a $10 filing fee. 


The only pleadings before the Board consist of the 
taxpayer’s initial petition, the Commissioner’s an- 
swer, and such other supplemental or further plead- 
ings as may emanate therefrom. 





10 Rev. Act a 1934, Sec. 272(a), Reg. 86, Art. 272-1. 

126 U.S A. § 1048 as amended by Rev. Act 1934, Sec. 272a. 
236 U.S. C A., Sec. 1211, Rev. Act of 1936, Sec. 1000. 

8 BTA Rule No. 4. 

™ BTA Rule No. 5. 

1 BTA Rules, Nos. 7 & 8, 
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Technical Staff—Opportunity for Settlement 

At any time following the receipt of the ninety- 
day deficiency notice and within a reasonable time 
prior to the actual trial date, the Taxpayer may be 
accorded an opportunity to enter into settlement 
negotiations with the “Technical Staff.” This Tech- 
nical Staff is associated with the office of the Com- 
missioner of Internal Revenue. Its main purpose 
is to settle by arbitration as many cases as possible 
whenever a mutually acceptable proposal based upon 
the established facts can be reached. By this means, 
the burden placed upon the Board of Tax Appeals 
is alleviated by eliminating the necessity of formal 
trial. 

Unlike the Board of Tax Appeals, the Technical 
Staff has no formal or rigid rules for the presenta- 
tion of the cases before it. A taxpayer may submit 
his facts or arguments in the form of a brief, or he 
may merely request a review of the facts and briefs 
as supplemented by his oral argument. 


The complete file embracing the taxpayer’s re- 
turns, the revenue agent’s report, all related corre- 
spondence with the Revenue Bureau and Conference 
Committee reports are available to the Technical 
Staff to guide them in their negotiations. 


General Counsel’s Office— 


Further Settlement Opportunities 


The Review Division of the General ey dh 
office also seeks to settle pending tax disputes before 
trial on a reasonable basis in order to preclude the 
necessity of formal trial. 

This division is primarily concerned with disputes 
arising from questions of law rather than questions 
of fact,—the latter coming under the jurisdiction of 
the Technical Staff. 

Should the taxpayer come to a satisfactory agree- 
ment with the Bureau, the facts, issues and conclu- 
sions of law are embodied in a memorandum by the 
division’s attorney. This memorandum gives ex- 
pression to the proposed settlement indicating the 
basis and reason therefore and includes a final re- 
computation of the tax deficiency.'® 

A stipulation based upon this agreement is filed 
with the Board of Tax Appeals which duly enters a 
final order thereon. A copy of the order is then 
transmitted’ to the Income Tax Unit for further 
action. 

If the issues were such that no settlement could 
be reached in these proceedings and a Board hearing 
becomes inevitable, the parties may avoid, neverthe- 
less, much expense and delay by stipulating the con- 
trolling facts or law of the case. This procedure 
often proves to be of mutual benefit to both the gov- 
ernment and the taxpayer at the trial.!” 


Trial Before the Board 
Should these settlement endeavors before the 
Technical Staff and the General Counsel’s office 
(Continued on page 60) 
Pie ae of 1928, Sec. 606; Reg. 74, Art. 1301; Mim. 4149, XITI-1 
1 BTA Rule No. 38. 
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The Taxation 


of Corporate 


Surplus 


rate Surplus, might also be stated as an Inquiry 

into Corporate Surplus as a Subject of Taxation. 
Taxation” as here used is the act of taxing, as con- 
fined to the Federal Government; and “Corporate 
Surplus” is the subject upon which the tax is im- 
posed. A clear comprehension of what is corporate 
surplus is therefore essential to an intelligent ap- 
proach to our topic of discussion. Although the term 
“corporate” implies a vast ramification of laws and 
practices governing corporations and their activi- 
ties, there is no need for our present purposes to go 
beyond its common interpretation: that which per- 
tains to business corporations. The fact that other 
forms of associations may be treated as corporations 
lor tax purposes—in itself a mi jor subject of inquiry 

does not essentially concern us. 

What constitutes “surplus” as the subject of taxa- 
tion, however, is of basic importance to this discus- 
sion. Dictionaries define “surplus” as “that which is 
in excess of what is used or needed,” and as “that 
which remains above what is required.” If I may 
do so without being facetious, I should like to sug- 
gest that these general definitions appear to have 
been acceptable in connection with the taxation of 
undistributed profits; legislators seem to have as- 
sumed that corporate surplus is something which 
represents the excess of earnings or profits over and 
above what is used or needed, or what is required, 
in the conduct of corporate business. From the 
point of view of sound business administration these 
conceptions of corporate surplus are, of course, 
wholly inappropriate. On the contrary, corporate 
surplus is mostly represented by active assets which 
constitute a vital part of the working capital and 
which are essential to the continuance of successful 
business. Business enterprise, like other living things, 
either advances or declines; it never stands still. 

While the term “surplus” has been correctly de- 
fined by the courts as the excess of corporate assets 
over and above the sum of liabilities and capital, in 


TT HE subject assigned to me, Taxation of Corpo- 





+ Address delivered at the Meeting of the National Tax Association, 
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matters of taxation this term usually denotes an ac- 
count kept by a business corporation to which the 
results of operations are transferred from a “profit 
and loss” account at the close of each fiscal period. 
Surplus may also arise from other sources, as by 
the reappraisal of assets, through corporate reor- 
ganization, or even by purchase of a corporation’s 
own capital stock, but such surpluses are not ac- 
quired through the normal operation of the corpo- 
ration’s business and are especially treated for 
taxation purposes. 


Since current earnings of a corporation go to 
make up the surplus—the Supreme Court having 
held that whether or not current earnings have been 
added to the surplus account, the last earned must 
he deemed to be distributed first,’ J shall regard 
such earnings as coming within the subject of this 
paper, and I shall therefore, not only deal with the 
surtax on so-called improperly accumulated surplus 
and the surtax on personal holding companies, but 
also with the tax upon undistributed profits re- 
cently enacted. 


Inasmuch as the profits and earnings of individuals 
and partnerships engaged in business on their own 
account are generally at once made available to 
them, they are taxable thereon at both normal and 
surtax rates whether withdrawn from or left in the 
business. Corporate form of business organization, 
on the other hand, which may consist of few or 
many shareholders without voice in the management, 
does not as a practical matter permit of directly tax- 
ing the members upon their proportionate share of 
earnings, whether or not distributed. 


While corporations have paid a normal income 
tax upon net income, and shareholders have been 
subjected to individual surtax rates upon such por- 
tions of the corporate earnings as have been dis- 
tributed, the retained corporate profits and earnings 
have remained free of the individual surtax. 
Thus, as between business conducted by individuals 
and partnerships, on the one hand, and by corpo- 


1 Edward v. Douglas, 269 U. S. 204. 
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rations, on the other, discrepancies in taxation have 
existed, and on the assumption that taxes upon busi- 
ness, regardless of form of organization, should be 
fairly equalized, the retention of corporate earnings 
has been branded as tax evasion. Corporate form 
of business organization being available to all citi- 
zens, and to aliens in association with citizens, such 
discrepancies in taxation of business could be re- 
moved by adopting a unified form of business organ- 
ization. A movement in this direction was in effect 
made in 1921 when individuals and partnerships 
engaged in business were invited by Congress to 
incorporate and thereby get the benefit of a corpo- 
rate status thereafter, as well as retroactively for 
a period of over one year. I shall not further digress, 
however, except to say that variance in dividend 
policies of corporations should not essentially be 
construed as discrepancies in taxation. 

During the last decade the subject of prevention 
of tax avoidance has received particular attention 
at the hands of the Treasury, of legislative bodies 
and of the Joint Committee on Taxation created by 
Congress in 1926. Evasion of taxes, as by the prac- 
tice of artifice, being specifically punishable by pro- 
vision of law, calls only for amplification from time 
to time so as to cope with statutory changes. Legal 
avoidance, as by taking advantage of opportunities 
to lawfully circumvent the law, however, has been 
the theme of extensive studies with a view to devis- 
ing ways and means of stopping up so-called loop- 
holes in the law. The prevention of avoidance of the 
income tax in respect to accumulating corporate sur- 
plus is of early origin; this form of avoidance was 
in fact anticipated in the first revenue enactment 
under the Sixteenth Amendment. 

Although corporations for some taxation purposes 
are considered as “persons,” they are not so consid- 
ered for the income tax. And while as “partificial 
persons” corporations are legal entities, distinct from 
their members, the members are nevertheless under 
certain conditions reachable individually by the in- 
come tax as the beneficial owners of corporate equi- 
ties. To the extent that the members have not been 
thus reached, however, corporations may be said 
to have been favored by the income tax and it is of 
course undeniable that this favorable treatment has 
contributed greatly to the growth and expansion of 
corporate form of carrying on business. 


Measures to Prevent Excessive Surplus 
Accumulation Under Prior Acts 


HEN the present system of income taxation 

was being drafted, the Congress and its ad- 
visers foresaw that the corporation could be availed 
of in order to avoid the surtax upon individuals by 
withholding earnings and profits from distribution. 
With a view to preventing unreasonable accumula- 
tions of corporate surplus there was introduced in 
the Revenue Act of 1913 a provision designed to 
restrict such accumulations. 

This original preventive measure imposed no addi- 
tional tax on the corporation but it authorized under 
specified conditions the inclusion of the undistributed 
corporate income in the taxable income of the share- 
holder, although it did not put the stockholder to the 
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necessity of ascertaining his share of an undis- 
tributed surplus. The fact that a corporation was a 
mere holding company, or that earnings were accu- 
mulated beyond the reasonable needs of the busi- 
ness, was in itself prima facie evidence of a fraudulent 
purpose to escape the tax. The mere accumulation, 
however, was not to be construed as evidence of 
such purpose unless the Secretary of the Treasury 
certified that in his opinion the accumulation was 
unreasonable. 


The provision for taxing undistributed corporate 
earnings improperly accumulated, which has ap- 
peared in some form in every major revenue act 
since 1913, has taken, in the course of reenactments, 
various forms of incidence, application and penal- 
ties. As and when its unenforceability became recog- 
nized this provision was altered or added to w ithout 
any sustained procedural plan until in the 1934 Act 
it was bisected in its application into two distinct 
measures affecting two classes of corporate activi- 
ties. 


The 1918 Act adhered to the earlier acts in respect 
to imposing the tax upon the individual shareholder, 
but by this enactment the corporations chargeable 
with unreasonable accumulations were made free 
of corporate income taxes except the war excess 
profits tax, which was deductible from the corpora- 
tion’s net income; and the balance was taxable to 
stockholders in the manner of personal service cor- 
porations. In this statute the condition that the 
corporation be “fraudulently” availed of was for the 
first time omitted and the necessary certification as 
to culpability was transferred to the Commissioner 
of Internal Revenue. 

The 1921 Act was the first enactment with ref- 
erence to the prevention of this form of alleged eva- 
sion of individual surtaxes which recognized the 
corporate entity by imposing a surtax upon the cor- 
poration. The rate was 25 per cent and this was 
avoidable if all the stockholders consented to be 
taxed on their distributive shares in lieu of all in- 
come, war profits and excess profits taxes to which 
the corporation would otherwise have been subjected. 
This alternative should have proved generally to be 
a relief measure instead of a so-called “penalty” tax. 

In the 1924 Act the tax rate was increased to 50 
per cent, and the requirement that the Commis- 
sioner certify that in his opinion an accumulation 
was unreasonable and the privilege running to stock- 
holders of electing to be taxed at individual surtax 
rates, were omitted. Although the higher rate of 
penalty tax was retained in the Acts of 1926, 1928 
and 1932, the right of election of stockholders to 
be taxed at individual surtax rates was restored 
with the proviso, however, that the prorated corpo- 
rate income must be reported in the shareholder’s 
original return, filed in due time. 

In the earlier enactments—prior to that of 1924— 
the term “net income” as applied to this tax had 
been either left undefined or had been given the same 
definition as under the regular income tax. As no 
provision was made in the 1921 Act for the addition 
to the regular net income of dividends deductible in 
the corporation’s income tax return, income from 
this source did not become a part of the improperly 
accumulated profits. 
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As defined in the Acts of 1924, 1926, 1928 and 1932 
the term “net income” is the amount reported in 
the income tax return, increased by the sum of the 
amount of dividends allowed as deductions for the 
income tax and the amount of interest on United 
States obligations issued after September 1, 1917 
which would be subject to tax in whole or in part 
to an individual owner. 


By provisions of the 1934 Act the tax upon sur- 
plus accumulations was divided into two separate 
and distinct imposts, one as applied to operating 
companies, and the other as to holding companies. 
The provision in respect to operating companies, 
comprehending all corporations other than personal 
holding companies, took the place of the original 
statute, as Section 102, and that in respect to hold- 
ing companies appeared in Section 351 as an entirely 
new addition to the law. 


The taxes upon surplus accumulations contained 
in the 1934 Act were designated as “surtaxes” partly 
in order to distinguish them from the corporate nor- 
mal-income tax but chiefly, according to a report 
of the Senate Finance Committee,? in order to per- 
mit of taxing the interest on Government securities 
which is free from all income taxation except “sur- 
taxes” and “excess profits taxes.” 


The adjusted net income, on which the surtax 
on operating companies is imposed, is defined as 
follows: “As used in this section (Section 102 (c)), 
the term adjusted net income means the net income 
computed without the allowance of the dividend de- 
ductions otherwise allowable; but diminished by the 
amount of dividends paid during the taxable years.” 
The tax imposed upon the adjusted net income in 
this act is graduated at 25 per cent upon the amount 
thereof not in excess of $100,000, and 35 per cent 
upon the remainder. The privilege extended in prior 
acts permitting stockholders to pay the individual 
surtax on their entire pro-rata shares of corporate 
income was retained. 


The chief objective sought in the separation of 
the surtax upon personal holding corporations was 
to remove the necessity for proving a purpose to 
avoid the individual surtax. What is deemed to be 
a personal holding company, depends upon the char- 
acter of ownership and nature of income, both quite 
definitely described in the statute. 

A corporation is held to be a personal holding com- 
pany if at any time during the second half of a tax- 
able year more than 50 per cent in value of the 
outstanding stock is owned, directly or indirectly by 
or for not more than five individuals, and if at least 
80 per cent of the gross income of the taxable year 
comes from royalties, dividends, interest, annuities 
and gains from the sale of securities. Both of these 
conditions must be present. Dealers in stocks and 
securities are of course exempted. 

Ownership by a family is so construed as to pro- 
duce in respect to more than 50 per cent in value of 
the outstanding stock the smallest number of in- 
dividual owners, and the family of an individual 
includes brothers and sisters, husband or wife, an- 
cestors and lineal descendants. The introduction here 
of value of stock will probably prove a rather in- 


2 Finance Committee Report No. 558, 73rd Congress, Second Session, 
page 12. 
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definite and controversial yardstick. It is interesting 
to observe that the absence of “rents” from the list 
of specified incomes will exclude purely real estate 
holding companies regardless of how closely the stock 
of such companies is held. 


The tax upon personal holding companies is im- 
posed in the 1934 Act on a graduated basis at the 
rate of 30 per cent of what is termed the “undis- 
tributed adjusted net income” not in excess of 
$100,000 and 40 per cent of the remainder. In de- 
termining the undistributed adjusted net income, 
deductions from the net income are allowed for Fed- 
eral income and excess profits taxes, contributions 
not otherwise deductible and losses from capital 
transactions disallowed for income tax purposes ; and 
from the balance, described as the adjusted net in- 
come, is deductible 20 per cent of such balance which 
may be accumulated free of the surtax, and amounts 
paid or set aside to retire indebtedness incurred 
prior to January 1, 1934, the latter item being condi- 
tioned upon the reasonableness of such amounts. 

Thus it is obvious that the 1934 Act brought about 
basic changes in the taxation of corporate surplus. 
In the absence of reports by the Treasury Depart- 
ment upon the results of these amendments it is as 
yet too soon to appraise either their productiveness 
to the Government or their practical effects upon the 
taxpayer. 

Some legal restraints upon the accumulation of 
surplus are of course essential, particularly in respect 
of holding companies and corporations wherein the 
stock is very closely held. The practice governing 
such cases should, however, be based on rules of rea- 
sons rather than on “rules of thumb.” To attempt to 
formulate and prescribe definite and undeviating 
standards by which unreasonable or improper ac- 
cumulations will be determined automatically will 
tend only to confuse and frustrate enforcement. 

Nor should the applicable rules be so broad and 
indefinite as to be ineffectual. This was so in the 
case of the undistributed net income tax under the 
Revenue Act of 1916, as amended by the 1917 Act, 
which imposed a tax of 10 per cent upon the uridis- 
tributed net income of the taxable year, increased 
to 15 per cent if any portion of the net income re- 
ported as employed in the reasonable requirements 
of the business was found to be not so employed. 
The deductions allowed by this act were generous 
to a fault, for example: “Amount of net income of 
the taxable year actually invested and employed in 
the business,” and “Amount of net income of the 
taxable year retained for employment in the reason- 
able requirements of the business.” Obviously a tax 
law as loosely drawn as this was not intended to 
raise revenue. England had a somewhat similar tax 
after the World War which likewise proved com- 
paratively unproductive and of short duration. 


Foreign Laws Taxing 
Corporate Surplus 


REAT Britain also prohibits unreasonable 
accumulations of corporate surplus but only 
personal holding companies are subject to a surtax. 
With the British, the main test of violation is judged 
by “control,” determined by ownership by not more 
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than five persons; and companies in which the pub- 
lic are substantially interested are excluded. Where 
the voting power is in the hands of not more than 
five persons, the number of persons is calculated as 
in our personal holding company provision, which 
was patterned after the English practice, by includ- 
ing as one person certain relatives and nominees. 

In England unreasonable accumulations of operat- 
ing companies are prorated to the “members” and 
are taxed to them at the surtax rates. Unlike our 
law, that of England provides that whether or not 
there is a “purpose” to avoid the surtax is immate- 
rial, but proof of failure to distribute a reasonable 
part of the income is evidence of a desire to avoid 
the surtax. Also, a contractual obligation to dispose 
of income other than by payment of dividends may 
make it reasonable not to distribute. The Special 
Commissioners who hear such cases are required to 
give consideration to the company’s current business 
requirements and they have the right to exercise 
discretion in the matter of allowing as deductions 
maintenance and development expenditures. “The 
question whether a reasonable part of the income 
has been distributed is a question of fact, and the 
decision (of Special Commissioners or the Board of 
Referees) is not open to review, if there was evi- 
dence upon which it could be arrived at.” 3 

Comparing our system of taxing corporate surplus 
with the English there is no doubt but that prior 
to the enactment of the 1934 Revenue Act our statu- 
tory provisions were not only less exacting in terms 
of enforcement but more difficult to enforce by rea- 
son of the requirement of proving a purpose to avoid 
the surtax. Such purpose, however, has been spelled 
out of certain circumstantial evidence which has 
been accepted as sufficiently conclusive to justify the 
additional tax. An example of this situation is where 
the principal stockholder transferred to a corporation 
substantial amounts of securities and other proper- 
ties the income from which was thereafter received 
and accumulated by the corporation, thus reducing 
the stockholder’s taxable income. Another example 
is a case where the corporation had a large surplus 
and the controlling stockholder caused the company 
to pay to him large sums of money as loans which 
he did not repay. 


The Undivided Profits Tax 
Under the Revenue Act of 1936 


INCE the 1934 enactment, our restrictions upon 

surplus accumulations have been severe as com- 
pared with those employed in England and only 
three months ago, by the passage of the Revenue 
Act of 1936, drastic changes in this branch of taxa- 
tion were made. This Act introduces an experiment 
in the taxation of corporate business enterprise, the 
possible consequences of which are viewed by many 
with much apprehension. The tax is imposed upon 
undistributed corporate profits at graduated rates 
ranging from 7 to 27 per cent of retained earnings, 
effective retroactively, on a calendar year basis from 
the beginning of this year. In addition to this in- 
novation in the taxation of corporate profits, the 


3 ondon and Northern Estates Co., 


Lid. v.. I. B., 
Income Tax by E. M. Konstam, 1933. 
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surtax on corporations improperly accumulating sur- 
plus (Section 102) and that on personal holding 
companies (Section 351) have been retained with 
amendments, and all of these taxes are in addition 
to the graduated normal tax on corporate income 
of 8 to 15 per cent. (Section 13 of 1936 Act.) 


An operating company may now be subjected for 
the same taxable period to both the surtax on undis- 
tributed profits at rates of 7 to 27 per cent and the 
surtax on improper accumulations of surplus at rates 
of 15 per cent of the amount retained up to $100,000 
and 25 per cent of the remainder. Thus an operat- 
ing company may be required to pay under present 
law three separate and distinct Federal income taxes, 
each varying as to deductions and all of them im- 
posed at graduated rates. Where the corporation 
is not subject to the tax on undistributed profits, the 
surtax rates on improperly accumulated surplus are 
the same as those imposed by the 1934 Act, 25 and 
35 per cent. 

The graduated rates of surtax on personal hold- 
ing companies have been reduced in the lower 
brackets and increased in the top bracket, these now 
ranging from 8 to 48 per cent of the undistributed 
adjusted net income. 

The provisions permitting stockholders to declare 
and pay the individual surtax on their pro-rata shares 
of the retained net income in the case of operating 
corporations, and the adjusted net income in the case 
of personal holding companies, whether or not dis- 
tributed, in lieu of the corporate surtaxes, are re- 
tained in the 1936 Act; and by amendment of both 
of these provisions if 90 per cent or more of such 
retained net income or adjusted net income, respec- 
tively, is included in the gross income of sharehold- 
ers other than corporations, such corporations are 
saved from the corporate surtax. These amendments 
in effect deny to each class of corporation, 10 per 
cent of whose stock is held by one or more corpora- 
tions, the privilege of declaring their incomes on 
a pro-rata share basis. 

The confusion of terminology used in connection 
with these surtaxes is worthy of notice: The sur- 
tax on undistributed profits deals with an “adjusted 
net income,” and “undistributed net income,” in ad- 
dition to the corporate “net income.” The surtax on 
corporations improperly accumulating surplus is im- 
— on the “retained net income,” which involves 

“special adjusted net income.” The surtax on per- 
“a holding companies is levied on the “undis- 
tributed adjusted net income” and the term “adjusted 
net income” as used in respect to this surtax, has an 
entirely different meaning from that given the same 
term in the undistributed profits tax. 


Effects of the Tax 


N IMPOSING a multiple plan of taxation, these 

surtax measures present many administrative in- 
equities. The real purpose of the undistributed 
profits tax is obviously to coerce corporations to dis- 
tribute earnings. There must be a presumption that 
what a taxpayer is expected to do is reasonably pos- 
sible of doing. And yet the corporation in order to 
escape the “penalty” tax must not only determine its 
profits for the taxable year within the year, but in 
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addition it must make its distribution within the 
same period. These prerequisites, neither of which 
in the great majority of cases can be ascertained in 
due time, present unreasonable requirements. They 
present also the question as to whether the imposi- 
tion of a levy for failure to do an act without resort 
to guess or conjecture is a proper exercise of the 
taxing power. 

The statute permits of certain credits arising out 
of contracts which restrict the payment of divi- 
dends. By regulations recently issued on the undis- 
tributed profits tax, the Treasury in effect rules that 
deficits or impairments of capital at the beginning 
of the taxable year do not constitute proper deduc- 
tions from profits of the taxable year. There is no 
doubt but that Congress can tax that which a cor- 
poration may seek to reserve, but there is consider- 
able uncertainty as to the power of Congress to 
influence corporate distributions forbidden by state 
law. It would appear that if a corporation is not 
free to distribute its earnings on account of a previ- 
ously existing impairment of capital without violat- 
ing a state law, the imposition of a Federal tax on 
such earnings presents a serious conflict of laws. 

The denial of credit for impairment of capital is 
especially regretable because it will work more hard- 
ship on the small than on the large corporation. 
Moreover, proponents of the tax, including Presi- 
dent Roosevelt himself, had reasoned that this form 
of taxation was designed to aid small business. 

On the theory that large corporations enjoy ad- 
vantages over small corporations, business bigness, 
it was contended, should be a factor in adjudging 
their tax liability. The President obviously enter- 
tained this viewpoint when he stated in June, 1935, 
in support of his proposal that corporations should 
be taxed at progressive rates that “the advantages 
and the protections conferred upon corporations by 
government increase in value as the size of the cor- 
poration increases.” “Furthermore,” he said “the 
drain of a depression upon the reserves of business 
puts a disproportionate strain upon the modestly 
capitalized small enterprise” and the same argument 
has been repeatedly used in support of the surtax 
upon undistributed profits. 


While this theory of taxing corporations is obvi- 
ously unsound unless in connection therewith, an 
allowance is first made for a fair return upon invested 
capital, the fact of the matter is that the undis- 
tributed profits tax as enacted has the opposite to 
the anticipated effect in the case of “modestly capital- 
ized small enterprise.” In the application of gradu- 
ated rates to undistributed profits the individual 
stockholder’s equity is affected equally whether he 
be small or a large shareholder; no distinction is 
made between them unless the corporate income is 
prorated and taxed to the shareholders, and this is 
not practical in the case of corporations having many 
stockholders. 

The Treasury’s contention that the rates imposed 
on undistributed corporate earnings should be so 
fixed as to equal in amount the individual income 
taxes, as if earnings were distributed, is grossly in- 
equitable. If the so-called modestly capitalized small 
enterprise is not in a financial position to distribute 
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profits within the taxable year, or needs them for 
expansion or for the liquidation of debts, and will 
not or cannot borrow the necessary funds with which 
to distribute, such corporations, in comparison with 
the large and financially strong, will be unjustly 
penalized by the higher rates. This result is in- 
herently unavoidable and it is made worse by the 
narrow and self-serving rulings already promulgated 
under this measure. 


Proponents of the undistributed profits tax have 
made capital of the fact that the late Dr. Thomas 
S. Adams on occasion came out for this form of 
taxation. It is a fact that Dr. Adams, for whose 
memory we all have the profoundest respect and 
admiration, favored a tax upon corporate undis- 
tributed profits. But that was only shortly after the 
World War when both the Treasury and the tax- 
payer had been brought to a realization of the im- 
practicability of the War Excess Profits Tax as a 
permanent revenue measure. It is now a matter of 
history that in many instances the injustices in- 
herent in this measure induced reckless and extravagant 
spending of corporate profits. 

It should be noted that Dr. Adams recognized the 
impossibility of permanently retaining. the excess 
profits tax and that he recommended the levy upon 
undistributed profits only as a substitute; probably 
as the lesser of two evils. Moreover, at that time the 
normal tax upon corporations was only 10 per cent 
and Dr. Adams no doubt sincerely felt that with a 
discontinuance of the excess profits tax a discrim- 
ination in favor of corporations would result, in that 
corporate enterprise would not bear its fair share of 
the tax burden. 


It is also worthy of notice that the plan submitted 
by Senator Jones of New Mexico, in 1921, which 
bears close resemblance to the measure passed by 
the House of Representatives last April, was also 
originally proposed as a substitute for the unwieldy 
war-time excess profits tax. This proposal, emanat- 
ing from the National Association of Credit Men, 
was a part of a complete new scheme of taxation, 
contemplating the adjustment of rates of taxation 
to meet the requirements of the budget. At least two 
of the important features of the plan were expressed 
in the House Bill, namely: the elimination of the 
normal tax on corporations, and the subjecting of 
dividends to the individual normal tax of which only 
the latter remains in the 1936 Act. 


The war excess profits tax was advisedly repealed, 
but despite all its defects it contained one creditable 
feature not possessed by the present undistributed 
profits tax: It permitted the corporation to retain, 
untaxed, a reasonable return on invested capital, 
only the excess earnings over and above a moderate 
provision for stockholders being subjected to the 
tax. Nor did this emergency measure force the cor- 
poration to distribute its surplus earnings. 


Corporate surplus has been aptly described as 
insurance against times of depression. The bene- 
ficence of such accumulations was amply demon- 
strated in the fact that during the four years 
preceding 1934, according to Treasury Department 
statistics, corporations were able to distribute, over 

(Continued on page 63) 





Hike topic I have been requested to discuss is 

quite manifestly too large to permit of detailed 

examination or analysis within the confines of 
a short paper. Consequently, a large amount of 
selection and elimination is necessary. I shall 
therefore confine myself in the main to a comparison 
of the Federal revenue system as it exists today with 
that of three years ago, which involves an exposi- 
tion of the principal changes made by the Revenue 
Acts of 1935 and 1936. Time will not permit more 
than a passing reference to the tax titles of the Social 
Security Act. 


Changes Effected by the Revenue Act of 1934 


Y WAY of background I shall summarize briefly 

the changes made by the Revenue Act of 1934. 
While the enactment of that Act has been productive 
of a very substantial additional revenue, that result 
was accomplished in the main by numerous changes 
in the administrative and other provisions of the 
revenue act, including those relating to corporate 
reorganization, capital gains and losses, and consoli- 
dated returns, the principal object of which was to 
close major avenues for tax avoidance which the 
experience of several years in administration had 
revealed. With certain changes the capital stock 
and excess profits taxes imposed by the National 
Recovery Act of 1933 were continued. Relatively 
minor changes in the income-tax rate structure, in 
cluding the abolition of the graduated normal rate 
and the reintroduction of a moderate earned income 
credit, and an increase of the additional estate tax 
rates on large estates, as imposed by the 1932 Act, 
were made. One of the more important changes 
was that contained in section 351, imposing upon a 
class of corporations, as therein defined, known as 
personal holding companies or, in popular phrase- 
ology, incorporated pocketbooks, a heavy graduated 
surtax, which could be avoided, however, under the 
Act to the extent that such corporations distributed 


° “Address delivered at the Twenty-ninth Annual Conference on Taxa- 
tion, held under the auspices of The National Tax Association, Indianapo- 


lis, Ind., Sept 30, 1936. 
Assistant General Counsel for the Treasury Department. 
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their earnings to their shareholders where they 
would become subject to the surtax on individual 
income. Within the limited scope of its application, 
section 351 produced immediate and rather substan 
tial results, not so much by way of direct revenue 
yield, though this amounted to several millions in 
the first years of its operation, as in the very large 
increase in the dividend distributions made by the 
corporations affected. Thus one of the most inde- 
fensible abuses of the corporate entity by persons 
anxious to minimize their surtaxes was checked. 

In lieu of a horizontal temporary reduction by 
legislative fiat of 25 per cent in depreciation deduc- 
tions otherwise allowable under the law, which the 
Treasury Department did not favor because of the 
manifest hardships and inequities such an arbitrary 
limitation might involve, the Congress accepted the 
assurance of the Treasury Department that a sub- 
stantially equal increase in revenue, about 85 million 
dollars, could probably be accomplished, first, by 
requiring taxpayers to furnish the detailed schedules 
of depreciation (theretofore prepared by the Bureau), 
containing all the facts necessary to a proper deter- 
mination of depreciation; second, by specifically re- 
quiring that all deductions for depreciation be limited 
to such amounts as may reasonably be considered 
necessary to recover during the remaining useful 
life of any depreciable asset the unrecovered basis 
of the asset, and, third, by amending the Treasury 
Regulations to place the burden of sustaining the 
deductions squarely upon the taxpayers, thereby re- 
lieving the Bureau of the burden of showing them 
unreasonable by clear and convincing evidence. The 
necessary regulations to effectuate these changes 
were promptly promulgated in Treasury Decision 
4422. With necessary allowance for the time re- 
quired to procure and analyze the new depreciation 
schedules, these changes in administrative technique 
and procedure are substantially realizing the in- 
crease in revenue which was their object. The only 


taxpayers materially affected are those who in prior 


years were successful in taking deductions for depre- 
ciation which were excessive in relation to the actual 
useful life of their depreciable assets. 
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Highly important changes were made in the stat- 
utory provistons governing capital gains and losses. 
On the one side, in lieu of the partially schedular 
method of taxing gains from the sale or other dis- 
position of capital assets found in preceding acts, 
such gains were swept into the category of ordinary 
income, subject to ordinary normal and surtax rates, 
except that the percentage of such gain, in the case 
of individual taxpayers, includible in gross income 
was made to depend upon the duration of the period 
for which the capital asset was held. The recogni- 
tion of capital losses was similarly limited, and the 
deduction of losses so recognized was confined to 
$2,000 plus the amount of capital gains, with certain 
exceptions in the case of banks and trust companies. 
The privilege of deducting losses on the sale or 
exchange of property between members of a family 
or, except in the case of distributions in liquidation, 
between an individual and a controlled corporation, 
was withdrawn, a privilege which experience had 
shown was subject to grave abuse and used as a 
cover for numerous sham or fictitious transactions. 

\While this method of treatment of capital gains 
and losses served to protect other and more stable 
sources of income tax revenue from the destructive 
impact of the deduction of huge capital losses in a 
period of general deflation of values, it has not to 
date proved productive of substantial revenue and 
has been subjected to widespread criticism as arbi- 
trary and inequitable in its operation. It cannot be 
said that a satisfactory or permanent solution of this 
difficult problem has yet been found. 

The privilege theretofore enjoyed by affiliated 
groups of filing consolidated returns was taken away, 
except in the case of railroad corporations. ‘The 
immediate effect of this action was an appreciable 
increase in revenue, but this increase may be ex- 
pected to become less as such groups readjust their 
structures to the new state of affairs. 

The reorganization section was amended in sev- 
eral important respects. First, the statutory prin- 
ciple of non-recognition of gain or loss was strictly 
limited so as to include only exchanges and exclude 
distributions to shareholders of stock or securities 
in another corporation a party to the reorganization. 
Second, the troublesome parenthetical clause in the 
definition of reorganization, which had been a source 
of abuse and productive of much litigation was elimi- 
nated and, in lieu thereof, a new clause was inserted 
limited to cases wherein the acquiring corporation 
obtains substantially all the property or at least 80 
per cent of the voting stock and at least 80 per cent 
of the total number of shares of all other classes of 
stock of another corporation, instead of only a ma- 
jority as required by the prior law, and such acqui- 
sition, whether of stock or of substantially all the 
properties, is in exchange solely for the voting stock 
of the acquiring corporation. Third, the “merger or 
consolidation” clause of the definition (Section 


112(g)) was specifically limited to statutory mergers 
or consolidations. 


Changes Made by the Revenue Act of 1935 


HE Revenue Act of 1935, however, went be- 
yond mere readjustment of rates and closing of 
avenues of avoidance and marked the introduction 
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of certain new principles of taxation into the fed- 
eral system. In his tax message of June 29, 1935, 
the President recommended the substitution of a 
corporation income tax graduated according to the 
size of the corporation income in place of the then 
flat rate of 1334 per cent, the graduation suggested 
to run from 103% per cent for the bottom up to 1634 
per cent for the top bracket. The proposal involved 
a substantial estimated addition to the revenue and 
a redistribution of the corporation tax burden by 
which a vast majority of all corporations would ob- 
tain some tax relief, with an additional burden cast 
upon the largest income, corporations, representing 
perhaps five per cent of the total. This graduation 
was believed to be justified by several considerations ; 
(1) the apparent greater stability of the income of 
large as compared to small corporations and the 
consequent stabilizing effect of increased reliance 
for revenues upon that class of corporations whose 
income is most stable; (2) the relative smallness of 
losses as between the groups of large and the groups 
of smaller corporations; (3) the fairly general tend- 
ency for larger corporations to have a higher aver- 
age return on their gross business than smaller 
corporations ; (4) the steady and continuing increase 
in the concentration of corporate wealth and the 
relation between corporate growth and corporate 
profits; (5) the numerous advantages enjoyed by 
large corporate enterprises over their smaller com- 
petitors, other than technological efficiency, such 
as their greater bargaining power and resulting price 
concessions in the purchase of commodities and 
services, their ability to buy in and pool important 
patents, their greater ability through distribution of 
plants and warehouses to effect substantial savings 
in transportation costs and to sell in a wider market, 
and the advantages enjoyed in the facility and cost 
of financing. Such advantages were regarded as 
reasons why size provides a useful, if rough measure 
of benefits received and of ability to contribute to the 
cost of government and to justify a moderate gradu- 
ation of corporate taxation. 

The bill as enacted by Congress imposed a tax on 
corporate income graduated from 12% to 15 per cent 
with the following brackets: 


Not in excess of $2,000...... 1I2Y% 
S2Ge to Sis mee. .. ... 06. cess. 13% 
$15,000 to $40,000.............. 14% 
CWE I ws oc Suda teuss 15% 


This tax was to become effective as to taxable years 
beginning after December 31, 1935. The Revenue 
Act of 1936, however, has changed this basis of 
graduation to from 8 to 15 per cent with the follow- 
ing rates and brackets: 


ns, oo Liss a Scheie we 8% 
PE oot nev ave adieeaeee 11% 
DUE 65a J renran ome ee aes 13% 
IN ich Os ges tear ey onal 15% 


The vast majority of corporations in point of number 
enjoy a somewhat lower normal tax rate on income 
under this Act than under pre-existing law. 
Another very important recommendation made by 
the President was that of a tax on inter-corporate 
dividends. Prior to the enactment of the 1935 Act, 
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dividends received by a corporation had enjoyed 
complete freedom from corporation income tax un- 
less received from a foreign corporation, or one not 
itself liable to income tax. The 1935 Act limited this 
exemption to ninety per cent of the dividends so 
received. The result was in effect to impose an 
income tax on corporate dividends, the effective rate 
of which would depend upon the income tax bracket 
of the receiving corporation, normally not exceeding 
1% per cent. If, however, the same segment of 
income should pass through a number of corpora- 
tions, members of an affiliated group, on its way 
from the corporation which originally earned it to 
the top parent corporation, the burden of the tax 
would increase in proportion to the extent of the 
pyramiding of corporate structure in the holding 
company system. The increase in tax burden per 
share of common stock would in the great run of 
cases, however, be relatively small. 

This limited withdrawal of the exemption of cor- 
porate dividends from the corporate income tax was 
believed to be justified and required by several 
weighty considerations. First, the delay in the pass- 
ing on of earnings between corporations, members 
ot an affiliated group, tended to postpone (in many 

cases for considerable periods) their ultimate distri- 
bution to shareholders in whose hands they repre- 
sent taxable income and so to postpone the receipt 
of revenue. On the theory that corporate earnings 
would be taxed when distributed to individual share- 
holders, the corporate rate was fixed at a point much 
lower than the rates in the higher individual surtax 
brackets. This theory tends to break down if such 
earnings do not reach their ultimate owners with 
reasonable promptitude. 


Moreover, passing over other nefarious uses to 
which complicated holding company structures have 
sometimes been put, their general affect on our rev- 
enue system has been deleterious and prejudicial to 
efficient and expeditious administration. The prob- 
lems of a proper income tax audit of gigantic holding 
company systems are very great and often consume 
the time and labor of large numbers of revenue 
agents out of proportion to the revenue realized. 
Intercompany transfers of assets may be so manipu- 
lated as to hamper or defeat the collection of taxes 
due from members of the system, and gross income 
may be diverted from one member to another by 

various devices, so that losses may be applied against 
it, or in such manner as to throw the income into a 
different taxable year. 

An intercorporate dividend tax not only raises a 
substantial revenue compensating, at least in part, 
for such losses, but its tendency is to exert an effec- 
tive if mild pressure to simplify corporate structures 
and to eliminate levels of intermediate holding com- 
panies not required by legal necessity or by economic 
factors in the enterprise itself. This form of taxa- 
tion has been continued under the 1936 Revenue Act, 
but with the percentage of dividends exempted low- 
ered from 90 to 85 per cent, thus slightly increasing 
the burden. 

The contention was urged with some force that 
it was unfair to exert pressure in various ways for 
the simplification of corporate structures while the 
tax law itself placed obstacles in the way of such 
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simplification in the form of potential heavy tax lia- 
bilities where the integration of a parent and sub- 
sidiary could not for some reason be conveniently 
accomplished in the form of a non-taxable reorgan- 
ization as defined in the statute. The easiest device 
available was a statutory merger, but there were one 
or two decisions, as well as an opinion among some 
tax lawyers, to the effect that a merger of a wholly 
owned subsidiary into a parent might be regarded, 
in determining taxability, not as a reorganization 
but as a liquidation, since that is undoubtedly its 
substantial effect. Congress attempted a solution 
of this difficulty in Section 110 of the 1935 Act, 
amending Section 112(b) of the Revenue Act of 
1934, by “providing that no gain or loss should be 
recognized on so-called exchanges in liquidation, 
provided certain conditions contained therein were 
satisfied. 


This amendment did not prove satisfactory or 
workable in practice, largely because it was neces- 
sary to allocate to the assets (other than money) 
received by the parent the cost of the subsidiary’s 
stock to the parent, in order to arrive at the basis of 
such assets for depreciation, determination of gain 
or loss on future sale, etc. In many cases this was 
highly impractical, if not impossible. In the 1936 
Act the problem was attacked from a different angle 
and Section 112(b)(6) was completely rewritten so 
as to permit beyond question the integration of a 
subsidiary into a parent corporation by merger or 
liquidation, without recognition of gain or loss, pro- 
vided the other requirements and conditions speci- 
fied therein are complied with, with the basis of 
the assets in the hands of the subsidiary carried over 
to the parent. At the same time Section 115(c) of 
the 1934 Act was amended to relax its harsh rule, 
in the case of a complete liquidation of a corporation 
within a two-year period to its shareholders and 
allow such shareholders the right to apply the cap- 
ital gain holding period percentages to the gains on 
such liquidation. That provision in the 1934 Act 
had functioned in practice as a trap for the unwary 
and an embargo on liquidation by the well-advised, 
rather than as a protection to the revenue. The 
recent amendment is expected to bring in many mil- 
lions of revenue, at least in the earlier years of its 
operation. 


The 1935 Act increased the capital stock tax rate 
from $1 to $1.40 per thousand, but gave a right toa 
new declaration of value, and increased the rates on 
the supporting excess profits tax. This tax is re- 
tained by the 1936 Act, but the capital stock rate is 
restored to $1. The Act relieved taxpayers of the 
oppressive 12 per cent interest on assessed taxes im- 
posed by prior law, as to interest accruing after its 
effective date, establishing thereby a uniform rate 
of 6 per cent, and softened materially the harsh 
penalty for delinquency in filing returns. Surtax 
rates on individual incomes were raised, beginning 
at the $50,000 bracket, from rates ranging from 30 
per cent to a maximum of 59 per cent on net incomes 
of a million and over to 31 per cent and a maximum 
of 75 per cent on net incomes of 5 million and over. 
Estate tax rates were raised throughout, with a 
maximum rate of 70 per cent on net estates of 50 
million and over, and a reduction in the exemption 
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for purposes of the additional rates under the 1932 
Act as amended by the 1935 Act to $40,000. The 
state tax credit continued to be limited to the basic 
tax imposed by the 1926 Act. Gift tax rates were 
increased in proportion but, unlike the estate tax, the 
exective date of the increased gift tax rates was 
deferred until January 1, 1936. This postponement 
stimulated many large gifts and sent the gift tax 
revenue for the last fiscal year to a point far in 
excess of the original budget estimates. 


Innovations Under the 1936 Act 


HE Revenue Act of 1936 is noteworthy for the 

number and the fundamental character of the 
changes in our revenue system which it introduces. 
The first of these, to which many other changes, im- 
portant in themselves, are largely incidental, is the 
new surtax on undistributed corporate income. The 
second is the sweeping revision of our method of 
taxing income of non-resident aliens, individuals and 
corporations, from sources within the United States. 


The principles incorporated in the Federal tax 
upon the undistributed profits of corporations are 
not, of course, new. From the early history of the 
income tax it has been recognized that the stock- 
holders of a corporation should at some time pay a 
tax upon the income derived from the corporate 
earnings and that a corporation should not be used 
as a device for preventing the imposition of sur- 
taxes upon its shareholders. In the earliest income 
tax law, viz., the Civil War Act in effect from 1862 
to 1871, the principle took the form of an annual tax 
upon the shareholders measured by their proportion- 
ate share of the corporate earnings, whether dis- 
tributed or not. From a theoretical point of view 
much can be said for this solution, but its practical 
administration would under modern conditions in- 
volve serious difficulties and its constitutional valid- 
ity has been open to grave doubt since the Supreme 
Court’s decision in Eisner v. Macomber.’ In the pe- 
riod beginning with the adoption of the Sixteenth 
Amendment, the general procedure has been to tax 
corporate earnings to the stockholders only when 
they are distributed in the form of dividends as de- 
fined in the law, but every one of the series of income 
tax statutes has contained provisions designed to 
prevent unreasonable accumulation of corporate 
profits and to assure distributions which may be 
taxed to the shareholders receiving them. 


The failure of these provisions in their practical 
operation to achieve their purpose has long been a 
matter of notoriety and of widespread criticism by 
reason of unfairness to unincorporated businesses 
and to stockholders of corporations maintaining lib- 
eral dividend policies as measured by standards set 
up in the income tax law. Moreover, shareholders 
in these enterprises, under the prior laws, carried a 
larger part of the costs of government than the stock- 
holders of other corporations which were in fact 
equally liberal with their shareholders but followed 
plans which frequently had little immediate signifi- 
cance for tax purposes and which, despite the method 
of treatment for corporation purposes were regarded 
from the viewpoint of the income tax as resulting 


1252 U. S. 189, 207. 
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in the accumulation of surpluses free from tax to the 
stockholders. This situation has frequently resulted 
in the direction of criticism at corporations and their 
management when attention might better have been 
focused upon the income tax law with a view toward 
modifying it to accord more fully with regular cor- 
porate policies, by giving due regard to the different 
and varied methods by which large numbers of cor- 
porations have been wont to share their prosperity 
with their stockholders. 


The Revenue Act of 1936 recognizes that the prior 
inequality among shareholders of different corpora- 
tions has been largely a4 product of the income tax 
law itself. Adopting fundamentally the same plan 
as that which the Senate approved in 1924, it may 
be said that the new Act employs a surtax upon 
undistributed profits as a means for removing in- 
equity and discrimination as between the profits of 
unincorporated and corporate enterprise and between 
the shareholders of different corporations following 
different methods of sharing the benefits of their 
prosperity with such shareholders, and in doing so 
it provides in sections relating to the dividends paid 
credit and defining what is included in the statutory 
concept of “taxable dividend” a more complete rec- 
ognition than ever before of the various dividend 
methods permitted under flexible local corporate 
laws, as for instance the issuance of certain forms 
of stock dividends and stock rights long regarded 
as not taxable. 


The liberal deductions allowed by prior law for 
depreciation and obsolescence, depletion, bad debts, 
and other expenses in arriving at statutory net in- 
come are not disturbed, and the new surtax upon 
the remainder of the undistributed profits may be 
substantially reduced or wholly eliminated if a cor- 
poration follows any one of the numerous methods 
recognized by the Act for distributing taxable divi- 
dends. These changes made thus give to the income 
tax law itself a greater elasticity and provide for a 
wider recognition of ordinary practices employed in 
connection with corporate management and financial 
policy, while at the same time protecting the Treasury 
against the loss of revenue from the tax on individual 
incomes resulting from the failure of corporations 
to make some form of taxable distribution. By rea- 
son of this more extensive statutory approval of 
corporate methods, an approval as wide as the Su- 
preme Court’s definition of the constitutional concept 
of income, a corporation may, if it so desires, secure 
full credit against the new surtax without making a 
corresponding reduction in its cash or quick assets, 
without jeopardizing its plans for sound expansion, 
and without making any substantial change in its 
policy with respect to reserves. 

Under preexisting law it not uncommonly hap- 
pened that a corporation could meet the income tax 
requirements with respect to the payment of divi- 
dends only by distributing its most liquid assets 
which in years of prosperity as well as in times of 
depression are its best insurance against adverse cir- 
cumstances. Indeed, so rigid were the former re- 
quirements that a corporation with a deficit computed 
pursuant to its regular accounting methods might 
find itself in the paradoxical situation of being charged 
under harsh penalty with an unreasonable accumu- 
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lation of profits. On the other hand, if a corporation 
with a deficit under income tax rules eliminated the 
deficit by the usual processes available under local 
laws, it ran the risk of losing thereby a tax advan- 
tage enjoyed by shareholders so long as such deficit 
existed. In numerous other cases withdrawals of 
corporate funds were attempted to be disguised in 
such manner as to prevent the imposition of an in- 
come tax upon the stockholders, to the manifest 
prejudice of shareholders of corporations refusing 
to engage in such practices. 

In contrast to this former situation, corporations 
may now meet the expectations of their stockholders 
and at the same time satisfy the requirements of the 
new law as to the dividends paid credit, without im- 
pairing the corporate financial strength. They may 
do so openly and aboveboard, without fear of pen- 
alty for unreasonable accumulation of surplus, 
whereas even the distribution of constitutionally tax- 
able stock dividends was not recognized under prior 
laws. Corporations with deficits are encouraged to 
improve their balance sheets by readjustment of 
their capital structure, recapitalization, pro rata sur- 
render of stock, revaluation of assets, and similar 
recognized devices which place them in a position 
to make distributions in stock, obligations, or cash, 
according to their own best judgment, and thus ob- 
tain a credit for surtax purposes. All this may be 
done, if desired, without any impairment of the cor- 
porate net assets. 

Under the schedules small income corporations 
are accorded preferential treatment for surtax as 
well as normal tax purposes by a specific credit 
which so operates as to allow any corporation with 
a statutory net income of less than $50,000 for the 
taxable year to retain as much as $5,000 at the mini- 
mum surtax rate of seven per cent. All corporations 
may retain such portion of their net income as is 
derived from interest on tax- exempt securities free 
of surtax. Certain additional credits against the sur- 
tax are allowed where by reason of the express pro- 
vision of a written contract executed prior to May 
1, 1936, a corporation is legally restricted in the pay- 
ment of dividends or where it cannot dispose of the 
profits of the taxable year because of the express 
requirement of such a contract that such earnings 
be paid or irrevocably set aside for the discharge of 
a debt, to the extent such amount is so paid or set 
aside. As pointed out above, the tax has been re- 
moved from gains on certain mergers and liquidations 
which, despite possible advantages of economy and 
corporate efficiency or simplicity, could not be con- 
summated under the threat of heavy tax liability. 
Many corporations will be able to continue their 
established policies without substantial additional 

tax liability ; others which at first deemed themselves 
adversely affected are upon closer study of the act 
discovering the avenues open to all for escaping 
heavy surtax liability. Banks and trust companies, 
insurance companies, foreign corporations, and cer- 


tain unimportant others are exempted from the new 
tax. 


The great bulk of the additional permanent rev- 
enue the new Act is expected to yield, over 600 
millions of dollars on a full year basis, will in all 
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probability come from the increase in value of tax- 
able distributions to corporate shareholders which 
is already taking place. This estimate includes also, 
however, the increase due to the repeal of the ex- 
emption of dividends from normal tax. It is highly 
probable, however, that a considerable part of these 
distributions will be in some form other than cash. 
To the extent that corporate earnings are in one 
form or another distributed to shareholders as earned, 
equality of income tax burden upon business profits 
will be realized, subject only to such distortion of 
equality as is necessarily incident to the retention 
of any normal tax upon corporate income. The size 
of the additional revenue to be raised is merely an 
index to the volume of escape under the pre-existing 
law from the full burden of high surtaxes on indi- 
vidual incomes resulting from the practice of great 
numbers of corporations to retain a large portion of 
their earnings or to cut “melons” in the form of 
constitutionally exempt stock dividends. 

The burden of the new taxes required to repair 
the damage to the budget caused by the loss of 
processing tax revenues and the acceleration of pay- 
ment of the veterans’ adjusted compensation certifi- 
cates thus falls chiefly upon business profits, the first 
of the major sources of taxable income, of which the 
others are wages and salaries, interest, and rents to 
benefit largely from economic recovery and hence 
the source best able to bear the load. But while the 
new plan of corporate taxation has the merit from 
the Treasury point of view of producing a large ad- 
ditional revenue, it should also operate to close the 
largest remaining avenue of surtax avoidance and 
to remove major inequities in the revenue system. 

The other principal change effected by ee 1936 
Act is in the taxation of nonresident aliens. Under 
the prior law the effort was made to subject such 
aliens to the same individual normal and surtaxes 
on their income from sources within the United 
States as were imposed upon citizens and resident 
aliens, including a tax upon capital gains in trans- 
actions consummated here. A personal exemption 
of a thousand dollars was allowed in every case. 
Collection of the tax due was attempted by requiring 
the filing of returns and the device of requiring with- 
holding of the normal tax at the source was used only 
to a limited extent. It was in essence a system tried 
and abandoned as unworkable long ago by other 
nations with long experience in the field of income 
taxation. Moreover, it produced disappointingly 
little revenue in proportion to the total flow of in- 
come from the United States to foreign sources 
shown by the best statistics available upon the bal- 
ance of international payments. The attempts made 
to collect taxes imposed by law upon capital gains 
resulting from transactions of foreigners on our 
stock and commodity exchanges produced little rev- 
enue, drove business away to foreign exchanges to 
the prejudice of American brokers and our stamp 
tax revenue, and discriminated against a minority of 
alien taxpayers who were honest or so unfortunate 
as to be caught with property in the United States 
from which collection could be made. I am con- 
vinced that any revenue system built essentially 
(Continued on page 61) 
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Differing principles of the two 
tax laws are outlined 


By JAMES W. MARTIN* 


HE facts respecting the Kentucky Income Tax 

Act can perhaps best be clarified by comparing 
provisions with those of the more familiar Federal 
income tax law. While the discussion can be con- 
veniently couched in terms of contrasts, the truth 
is that the Kentucky income tax law is very similar 
to the Federal law, and the differences for the most 
part will not affect materially the method of account- 
ing. For reasons of brevity it seems appropriate to 
single out several provisions of the Kentucky income 
tax statute which involve substantially different 
principles and to discuss these rather than attempt 
simply to catalogue all of the minute similarities and 
differences which accountants in Kentucky will in- 
evitably discover for themselves. The principal ele- 
ments in the problem of defining these may be 
thought of as falling under the following headings: 


(a) Difference in the definition of liability for tax; 

(b) Difference in the identity of persons who must 
file returns; 

(c) Difference in the definition of gross income; 

(d) Difference in deductions allowable; and 

(e) Difference in method of allocating net income 
in the case of enterprises engaged in business 
both in Kentucky and elsewhere. 


Liability for Tax 


T IS commonplace among students of taxation 

that no state may tax instrumentalities of the 
Federal Government and that the Federal Govern- 
ment may not tax the exercise of governmental func- 
tions by the states. In keeping with this doctrine the 
state income tax may not be applied to income de- 
rived from Federal salaries or from payments of 
interest on Federal securities. Conversely, of course, 
the incomes of state employees will be subject to tax. 
In brief, whereas the Federal income tax must ex- 
empt the salaries and other instrumentalities of state 
government and may and does tax Federal salaries, 
the state income tax provides exemption for Fed- 
eral salaries but not for the taxation of salaries de- 
rived from state, county, or municipal employment. 

The rates imposed in the Kentucky statute range 
from 2 per cent on individual incomes up to $3,000 
to 5 per cent on those in excess of $5,000. The per- 

* Substance of address before Louisville Chapter, National Tax 
Association, of Cost Accountants, October 20, 1936. 


* Commissioner of Revenue of Kentucky ‘and Director (on leave) 
Bureau of Business Research, University of Kentucky. 


Kentucky Income Tax Compared 


With Federal Income Tax 


sonal exemptions are deducted from the $3,000 
bracket if it is sufficient, and if not from the $3.000 
to $4,000 bracket, so that the amount of income sub- 
ject to tax at 2 per cent will be that part of the 
$3,000 bracket which is left after deducting personal 
exemptions. If the personal exemptions amount to 
more than $3,000, there is no tax at the 2 per cent 
rate, but the tax at the 3 per cent rate applies to 
that part of the income up to $4,000 which is left 
after deduction of the personal exemptions. (Ex- 
emptions are the same in amount as the Federal per- 
sonal exemptions and credits for dependents.) 


This means that the method of applying exemp- 
tions in Kentucky is substantially different from the 
method employed under the Federal Income Tax 
Act. On the other hand, it is the same in principle 
as the method of applying exemptions for surtax 
purposes under the former Federal income tax acts. 
Prior to the Revenue Act of 1934 the Federal income 
tax exemptions for purposes of computing the sur- 
tax served simply to reduce the amount of taxable 
income initially exempted from surtax, and the 
amount of surtax actually due in relation to the total 
amount of income was not affected by the applica- 
tion of the personal exemptions and credits for de- 
pendents. While this method was employed for many 
years by the Federal Government, the Kentucky pro- 
vision was derived essentially from the practice of 
several states which secure the same result by a 
slightly different technique. In Wisconsin, for ex- 
ample, the tax is computed on the entire net income 
without any allowance by way of personal exemp- 
tion and a specified amount of tax is deducted. The 
net result of this method of providing personal ex- 
emptions is to permit as great a tax allowance on 
account of a small income as is permitted on ac- 
count of a large one. Saying the same thing in other 
language, the exemption is taken out of the first 
bracket or brackets of income instead of serving to 
reduce the top bracket or brackets. 


Under the corporation tax imposed by the Kentucky 
statute, the rate is a flat 4 per cent, and there are 
no initial exemptions. The corporation tax applies 
in precisely the same manner in the case of domestic 
as in the case of foreign corporations doing business 
in the state. 


The individual income tax applies to the income of 
residents from sources in Kentucky and from sources 
outside the state, and it also applies to income de- 
rived by nonresidents from sources in the state. 
However, the statute seeks to avoid duplicate taxes 
by permitting, on a reciprocal basis, credits to resi- 
dents who become liable for income taxes payable 
to other states and also by allowing credits to non- 
residents who must pay income taxes in their own 
state provided the state of residence makes similar 
provisions in behalf of residents of Kentucky deriv- 
ing income from sources in that state. 
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Returns 


HE provisions of the Kentucky statute respect- 

ing the filing of tax returns are substantially 
similar to the provisions of the Federal statute with 
three exceptions. In the first place, the Kentucky 
statute requires that single persons, or married per- 
sons not living with husband or wife, must file re- 
turns if their gross income exceeds fifteen hundred 
dollars. They must file returns if married and living 
with husband or wife if gross income exceeds three 
thousand dollars. In the second place, if husband 
and wife file separate returns their income will be 
aggregated for the purpose of computing the tax. In 
the third place, the Kentucky Act does not permit 
consolidated corporation returns at all. 


To make it convenient for taxpayers to comply 
with the law in relation to their duties under the 
lederal income tax statute, the time of filing returns 
is made April 15 instead of March 15 for the calendar 
year and is similarly deferred thirty days in the case 
of taxpayers reporting on a fiscal year basis. The 
statute requires that if returns are made to the Fed- 
eral Government the same taxable year shall be em- 
ployed for state as for Federal tax purposes. The 
Act permits late filing only by taxpayers who are 
willing to pay for the special privilege. 


The Kentucky law provides for the filing of in- 
formation returns by substantially the same persons 
who must file similar returns for Federal income tax 
purposes, but it authorizes the Department to waive 
requirements and to demand supplementary in- 
formation if such information is deemed necessary. 
Generally speaking, the information return can be 
made substantially as is that to the Federal Govern- 
ment; but under the Kentucky Act it must be made 
by governmental departments, municipalities and 
counties as well as by the employers of labor and 
the payers of interest, dividends, and other sums. 


The statute explicitly sets out that the Depart- 
ment may require a copy of the Federal return. It 
is easy to appreciate that such a return will very 
greatly facilitate checking with the office of the col- 
lector of internal revenue and with the Treasury 
Department in Washington. It will, of course, not 
relieve the Department of Revenue of the necessity 
of a careful audit but will serve as additional pro- 
tection. 


It is important to taxpayers generally that the 
statute itself imposes a penalty, which is made a 
part of the tax, on persons who fail to file returns 
whether for information or for computation of tax 
liability at the time provided by law or by regula- 
tion of the Department. ; 

In addition to the normal requirement for filing 
tax returns and information returns, there is a spe- 
cial provision in the statute that detailed information 
respecting transactions between affiliated corpora- 
tions can be required. Probably the general pro- 
visions of the statute would permit this even in the 
absence of a specific provision, the incorporation of 
which is presumably designed to avoid as far as pos- 
sible the shift of income tax liability outside the 
commonwealth of Kentucky by the well-known de- 
vice of intercorporate transactions which make in- 
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come appear to arise from business outside the state 
when as a matter of fact it actually accrues from 
business within the commonwealth. 


Definition of Gross Income 


URNING now from the general provisions of 

the Act, which involve certain accounting prob- 
lems but which are not altogether matters of ac- 
counting, it is appropriate to consider those parts of 
the statute providing explicitly for the computation 
of income. 

In defining gross income there are several items 
in the Kentucky law which are not familiar to 
accountants accustomed exclusively to Federal 
practice. The first of these, as has already been 
suggested, is dictated largely by constitutional con- 
siderations. For constitutional reasons, income 
derived from interest on Federal securities and in- 
come derived in the form of Federal salaries is not 
subject to tax. For reasons of public policy, income 
from credit instruments of Kentucky, its taxing sub- 
divisions and municipalities is excluded from the 
scope of the tax; and, of course, these types of in- 
come are not subject to Federal tax. 

One of the most far-reaching, distinctive provi- 
sions of the Kentucky statute is that corporate divi- 
dends shall be completely included in the income 
of the taxpayer. Under the Federal law, 85 per cent 
of dividends received from domestic corporations 
subject to the income tax is allowed as a deduction 
in computing “normal-tax net income” to which the 
normal tax rates apply; dividends received by indi- 
viduals are subject to both normal tax and surtax. 
Under the Kentucky statute neither intercorporate 
dividends nor those received by individuals are sub- 
ject to any exemption. Moreover, the Kentucky 
Act provides that liquidating dividends are subject 
to tax if they are in effect, or to the extent that they 
are in effect, a distribution of corporate earnings. 

On the other hand, whereas the Federal Govern- 
ment’s definition of gross income includes gains 
from transactions in capital assets, .the Kentucky 
statute completely ignores gains or losses from the 
sale of capital assets held over two years. 

The principle involved seems to be that all in- 
ventory transactions shall be reflected in the ac- 
counts but that capital transactions shall be ignored. 
Rather than leaving up to the taxpayers and the 
Department the differentiation between inventory 
and capital transactions, the statute prescribes an 
arbitrary limit of two years by way of defining the 
border line. Possibly this arbitrary method would 
be subject to greater criticism had it not been em- 
ployed by the Federal statutes as a means of dis- 
tinguishing between ordinary income (in the case 
of manufacturing and merchandising corporations 
normally arising from inventory transactions) and 
capital gains. This provision not only differs from 
the plan employed by the Federal Government, but 
it is likewise different from any employed in state 
income tax practice elsewhere. A number of states 
refrain from taxing capital gains, but the Kentucky 
statute is the first to set up the arbitrary limitation 
in differentiating between the inventory and capital 
transactions. While it is an unimportant distinc- 
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tion, attention may be directed to the less elaborate 
provisions for treatment of exchanges than is char- 
acteristic of the federal statute. This presumably 
is rendered possible by the difference in policy be- 


tween the two laws as regards handling capital gains 
and losses. 


Deductions 


HE statutory provision for deduction of taxes 

and of repairs does not explicitly provide for 
accrual accounting. In working over this problem, 
the Department considered at some length a regu- 
lation which would have provided that taxes and 
repairs must be handled on a disbursements basis 
in any event. After careful examination of the 
problem, however, the principles of sound account- 
ing and of practical necessity led the Department, 
after advising with counsel, to hold that the intent 
of the Legislature as indicated elsewhere in the 
statute was to provide for methods of accounting 
which would accurately reflect the income of the 
taxpayer. In consequence of this decision, the De- 
partment ruled, what it believes an actual fact, that 
the Legislature provided for accrual accounting if 
other records of the taxpayers were kept on an ac- 
crual basis and if gross income and deductions there- 
from were so reported. 


In dealing with taxes, however, there will in- 
evitably be a different treatment from that accorded 
under the Federal law for the reason that the Fed- 
eral income tax payments may not be treated as 
deductions under the Federal law, whereas they 
must be treated as deductions under the state law. 
Moreover, certain taxes deductible under the Federal 
statute are not deductible under that of Kentucky. 
For example, capital stock taxes payable to the 
Federal Government are not among the deductible 
items provided in the Kentucky Income Tax Act, 
though Federal income taxes are included. It would 
have been more logical to provide for the deduction 
of capital stock taxes and not provide for the de- 
duction of federal income taxes, but such is not the 
statutory policy. This observation is all the more 
forceful when it is considered that provision for the 
deduction of Federal income taxes, if reasonably 
interpreted, must involve deduction of excess profit 
taxes even though the kindred capital stock tax is 
not deductible. 

Because of jurisdictional limitations placed upon 
the commonwealth of Kentucky, the provisions for 
deducting losses sustained in the regular course of 
business or outside are more limited than the pro- 
visions under the Federal Act. The point will be 
made clear if it is observed that currency owned by 
an Indiana corporation destroyed by fire would un- 
der the Federal provisions constitute a deductible 
loss; whereas, under the Kentucky laws such a loss 
would not be deductible, whether incurred in the 
regular course of business or not, because the income 
derived from such property would not be subject 
to tax in Kentucky. 


Consistent with the provision that casual gains 
from the sale of assets are not subject to tax, the 
statute provides for limiting the deduction of insur- 
ance premiums to property held for investment or 
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business. Possibly the application of this deduction 
to property held for investment is somewhat incon- 
sistent with the capital gains provision, but it is 
found in the statute and cannot be rendered corre- 
lative with the provision that capital gains shall be 
ignored in computing income. 

Under Section 5219 of the United States Revised 
Statutes it is provided that if the capital stock method 
of taxing national banks is employed, neither the 
income of national banks nor the income derived 
by reason of ownership of shares of national bank 
stock can be subject to state tax. In keeping with 
this provision the Kentucky income tax law eliminates 
both state and national banks from its purview. Ap- 
parently it is assumed that any discrimination inci- 
dent to relieving state banks of the income tax is 
less objectionable than the unfair competition be- 
tween state and national banks which would be 
engendered by requiring state banks or owners of 
their shares to pay taxes which national banks or 
their shareholders could not be required to pay. 

There are distinct limitations somewhat similar 
to those under the Federal statute imposed on the 
deductions of gifts in computing state income tax. 
The Kentucky statute does not provide for deduc- 
tion beyond 15 per cent when practically all income 
is contributed to educational or charitable purposes 
and it limits the contributions which may be de- 
ducted on account of gifts to the public, to charitable 
enterprises, to war veterans’ organizations, and to 
fraternal societies, to those enterprises which are 
substantially Kentucky undertakings. Thus a gift 
to a charitable institution situated in Ohio would be 
deductible under the Federal tax law but would not 
be deductible under the Kentucky statute. 

One other provision respecting deductions which 
may well be emphasized is that respecting transac- 
tions between members of the same family. In the 
language of the statute: 

Whenever transactions are made between husband and 
wife, parent and child, brothers, sisters, or brother and 
sister which transactions result in so-called losses that 
would if allowed reduce the taxpayer’s net income in such 
a way as to decrease the tax due the State of Kentucky, 
then such so-called losses shall not be deductible, such 
sales being prima facie mere transfers within the family 


and not as giving rise to such losses as are intended to 
be deductible under this Act. 


Income from Sources Within and 
Without the Commonwealth 


NE of the most difficult matters in the admin- 

istration of any state income tax arises from 
the fact that some businesses are carried on in such 
a manner that the income in the state cannot be 
segregated from the income outside the state. The 
statute explicitly provides two methods of dealing 
with this situation and possibly provides implicitly 
a third method. In legal form, however, there are 
only two choices. In the first place, a corporation 
which keeps its accounts in such a manner that its 
income from sources in Kentucky is segregated from 
its income outside the commonwealth may report 
on the basis of the segregation. If the corporation 
elects to follow this plan the basis on which the 
segregation is made is, of course, normally subject 

(Continued on page 56) 
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BLOOMENTHAL, 


Attorney at Law, Chicago, 
makes some suggestions 
for a model tax refund 
statute for Illinois. 


Tax Refunds in 


Illinois—V 


AX refunding statutes have been attacked on 

many constitutional grounds, but chiefly be- 

cause they were alleged to be donations of 
public funds or credit to private individuals, denials 
of the equal protection of the laws, invasions of the 
functions of the judiciary or an impairment of vested 
property rights. 


Donation of Public Funds 


Nearly every state constitution prohibits dona- 
tions of public funds or lending of the state’s credit 
for the assistance of any private individual or cor- 
poration. Article IV, Section 20 of the 1870 Illinois 
Constitution! provides: 

The State shall never pay, assume or become responsible 
for the debts or liabilities of, or in any manner give, 
loan or extend its credit to, or in aid of any public or 
other corporation, association or individual. 

In Chicago Motor Club v. Kinney,? Section 10 of 
the 1927 Motor Fuel Tax Act was held unconstitu- 
tional and in violation of Section 20 of Article IV 
because it authorized a tax refund to consumers pur- 
chasing gasoline to be used for purposes other than 
operating motor vehicles on the public highway. 
This tax was placed on distributors of motor fuel 
and the statute made no distinction between cases 
where the consumer had paid the tax and those 
where it had been absorbed by the dealer. Obvi- 
ously, consumers would not be entitled to refunds 
unless they had paid the tax and it was held that 
this broad refund provision amounted to a gift of 
public funds. 


a Jones Ill. Stat. Ann., Vol. 1, p. 292. See also: Monfort v. Minnesota 
(1935), 193 Minn. 584, 259 N. W. 554; 98 A. L. R. 284 and note. 


Protested Payments 


In many states, tax refund claims are barred un- 
less the taxes were paid under protest. These stat- 
utes usually require the state or county treasurer 
to deposit protested payments in a special “protest 
account” which is held separate and apart from all 
other funds in the Treasury. The courts generally 
uphold provisions for paying refunds of excessive, 
illegal or unconstitutional taxes out of such “protest 
account.” It was pointed out in one recent case 
that these protested payments were never the prop- 
erty of the state and consequently refunds paid from 
this account were not gifts of public funds to pri- 
vate individuals.’ 

In the above case, the State Treasurer refused to 
pay refunds out of a special “protest account” on 
the ground that the statute authorizing such refunds 
was unconstitutional. He contended that a specific 
appropriation by the Legislature was necessary be- 
fore any money could be disbursed from the “pro- 
test account” and also attacked this statute as a 
donation of public funds to private individuals. In 
deciding a mandamus suit brought by a taxpayer 
against the State Treasurer, the court held that 
money in the “protest account” remained the prop- 
erty of the individual taxpayers and that no appro- 
priation was necessary. Furthermore, the court 
indicated that any appropriation of this money would 
have been unlawful. While the legislature has the 
right to prescribe the method of refunding money 
wrongfully collected, it has no power to appropriate 
money not belonging to the state.* 


Impairment of Vested Rights 


Statutes requiring counties or cities to refund ex- 
cessive or illegal taxes usually are enforced when 
challenged on constitutional grounds.® The control 
of the legislature over the governments of cities and 
counties has been held to include the power to com- 
pel them to pay debts which are moral obligations 
only. 

There is always an implied moral obligation to 
return money unjustly collected. At common law, 
the taxpayer could not enforce this moral obligation 
unless taxes were paid under duress. However, 
the legislature may enlarge the scope of remedies 
available to taxpayers without violating any vested 
property rights of the governmental bodies affected. 
Nor do liberal tax refund statutes constitute a seizure 
of private property for public use without due 
process of law. It has been held that overpayments 
of taxes under a void, illegal or excessive levy or 
assessment do not become the absolute property of 
the taxing body collecting them, but are merely gifts 
or gratuities which the legislature may order repaid 
to the taxpayers.® 


Class Legislation 


If refunds of a particular tax are granted to some 
taxpayers, must similar refunds be granted to all 
other taxpayers in the same class? There seems 





2 (1929) 329 Ill. 120, 160 N. E. 163. 
— v. Boyd (1933), 136 Kan. 391, 18 p. (2d) 563. 
id. 


5In re Heinemann (1930), 201 Wis. 484, 230 NW 698; State ex rel. 
> Crawford (1923), 99 Conn. 378, 121 A. 800. 
id. 
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to be a conflict of opinion on this point. The Illinois 
courts do not seem to have passed on the question, 
but the Texas* and Wisconsin ® courts hold that 
the legislature may provide for refunding only a 
portion of the claims in a certain class without 
making any provision for the others. In both of 
these states, it has been held that selective refund 
statutes do not deny the equal protection of the laws 
to the neglected taxpayers. 

Refund claims are usually classified according to 
the time the taxes were paid. Such classification is 
valid and a statute which grants refunds only of 
taxes paid after a certain date does not deny the 
equal protection of the laws to those who paid prior 
to that time.® Neither does such classification vio- 
late the prohibition in state constitutions against 
special laws or class legislation.1° Since it would 
be financially impossible to pay every moral obliga- 
tion, the legislature may use reasonable discretion 
in choosing the claims to be paid. 


Section 22 of Article ITV of the Illinois Constitu- 
tion prohibits special legislation in certain specified 
cases."? It provides that: 

The General Assembly shall not pass local or special 
laws in any of the following enumerated cases, that is 
to say, for * * * granting to any corporation, associa- 
tion, or individual any special or exclusive privilege, im- 
munity or franchise whatever. In all other cases where 
a general law can be made applicable, no special law shall 
be enacted. 

As used in Section 22 of Article IV, the term 
“special” means legislation which applies only to 
individual cases or which grants some special right, 
privilege or immunity to some individual or group 
of individuals amounting to less than a class requir- 
ing laws appropriate to its peculiar conditions and 
circumstances.?2. It has been held that a statute 
making distinctions or classifications is constitutional 
so long as it operates uniformly upon all persons 
coming within its scope, regardless of their number ; 
its benefits or burdens must extend to all who are 
similarly situated.1* Furthermore, the legislature 
may base laws upon any reasonable differences in 
situations or circumstances of the people in different 
parts of the state and such laws will be upheld 
unless it is proved that there is no reasonable rela- 
tion between such differences and the distinctions 
made in the statute.* 


Invading Judicial Functions 


Some refund statutes require an action in court 
while others require the tax collector or treasurer 
of the particular governmental unit to refund ex- 
cessive, illegal or unconstitutional taxes without the 
necessity of a court order in each individual case. 
There seems to be no doubt about the constitu- 
tionality of statutes which make the granting of tax 
refunds a strictly judicial proceeding. However, 





Pr nig Natl. Bank v. Sheppard (1934), 123 Tex. 272, 71 S. W. 
d) 242 
— (1930), 201 Wis. 484, 230 N. W. 698. 

bi 

onan Natl. Bank v. Sheppard (1934), 123 Tex. 272, 71 S. W. 
( 
1 Jones Ill. Stat., Ann. Vol. I, p. 29. 

2 People v. Borgeson (1929), P35 Ill. 136, 166 NE 451; People v. 
Dickinson (1918), 285 Ill. 97, 120 NE 490; People ex rel. Stuckart v. Day 
(1917), 277 Ill. 543, 115 NE 732. 

13 People ex rel. Nelson v. Dennhardt (1933), 354 Ill. 450, 188 NE 464. 
14 People ex rel. Carr v. Kesner (1926), 321 Ill. 230, 151 NE 481. 
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those statutes which authorize an administrative 
official to grant refunds independently of a court 
order have been attacked as an invasion of the func- 
tions delegated to the courts by the various state 
constitutions. A distinction is usually made by the 
courts between statutes vesting an administrative 
official with discretionary power over refunds and 
those which make refunds mandatory after the taxes 
have been declared illegal, excessive or unconstitu- 
tional by a court of competent jurisdiction. Only 
the discretionary statutes are considered unconsti- 
tutional invasions of judicial functions. So long as 
some judicial determination of the fairness or le- 
gality of a tax is required, before a refund may be 
granted, it makes no difference whether the col- 
lector or treasurer acts under a separate court order 
in each case or whether they are authorized to grant 
refunds upon the filing of proof that a court has 
decided that the particular tax was overpaid.'® 


Retroactive Provisions 


A retroactive refund law is usually held consti- 
tutional, especially when it is combined with a pro- 
vision that in the future refunds shall be allowed in 
the same general type of cases. 

In the case of Coles v. Washington County,** a stat- 
ute for the refunding of taxes for past and future 
years paid by the purchaser at a void mortgage sale 
was resisted on the grounds that it made a gift of 
public funds to private individuals and denied the 
equal protection of the laws to all other taxpayers. 
It was held that the moral obligation of the state 
to repay excessive or illegally collected taxes was 
sufficient consideration for the enactment of this 
statute and that it did not constitute a gift of public 
funds. The court stressed the point that this stat- 
ute granted the equal protection of the laws to all 
taxpayers similarly situated because it also provided 
for refunds in future transactions of the same nature. 

The question of whether a refund statute made 
a prohibited donation of public funds was raised in 
a novel manner in a leading New York case. In 
People v. Board of Education," a retroactive refund 
law applying to excessive school taxes was upheld 
when attacked as a donation of public funds because 
it allowed the payment of claims outlawed by a 
statute of limitations. It was held that such stat- 
utes apply only to legal claims which were en- 
forceable at any time during the limitations period, 
but not to claims based on moral obligations. Stat- 
utes of limitations do not apply to such claims be- 
cause these claims were not enforceable until 
recognized by the legislature. However, when agree- 
ing to pay moral obligations the legislature may 
limit the time within which claims must be -pre- 
sented 1* under penalty of being outlawed after that 
time. 


Refunding Valid Claims 


Taxes paid under a valid levy or assessment can- 
not be refunded. Any law to that effect would be 





% Calkins v. State (1867), 21 ya 502; State ex rel. Adams v. 
Crawford (1923), 99 Conn. 378, 121 800. 

16 (1886) 35 Minn. 124, 27 N. W. 

17 set 126 App. Div. 414, lio” X¥s 769 (aff'd in 193 NY 601, 
8 bid 
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an unconstitutional gift of money from the public 
treasury. The form of the gift would make no 
difference. Therefore, the same rule would apply 
whether a sum of money was voted outright for 
cash refunds or the donation was made by a law 
cancelling liability for the portion of a valid tax 
which was due and unpaid."”® 


New York View 


Perhaps the fairest view of retroactive refund 
statutes is taken by the New York Courts. They 
hold that such laws do not donate any public funds 
or property to one taxpayer at the expense of all 
other taxpayers in the same class but merely ar- 
range for an adjustment of a debt by returning to 


the debtor any overpayments in excess of his actual 
indebtedness.” 


Fund for Payment 


Another provision common to most state consti- 
tutions prohibits the diversion of public funds from 
one fund to another either by the State Treasurer 
or by the legislature. Section 17, Article TV of the 
Illinois Constitution 7? regulates the expenditure of 
public money in the following language: 

No money shall be drawn from the treasury except in 
pursuance of an appropriation made by law; and on the 
presentation of an appropriation made by law; and on 
the presentation of a warrant issued by the auditor thereon; 
and no money shall be diverted from any appropriation made 
for any purpose, or taken from any fund whatever, either 
by joint or separate resolution. (Italics supplied) 

It is obvious from this section, and similar pro- 
visions in other states, that a refund statute apply- 
ing to state taxes must provide a method for 
securing the necessary funds for refund payments. 
This may be done either by limiting refund claims 
to taxes paid under protest and requiring protested 
payments to be held ina special account from which 
all refunds are to be paid 2? or by levying a special 
tax to supply the required funds. 


The legislature may also make specific appropria- 
tions for each claim or a lump sum appropriation 
for payment of all refund claims allowed until the 
next regular session of the legislature. This is the 
method used in Illinois for payment of Inheritance 
Tax refund claims. It is clear that overpaid state 
taxes cannot be refunded by diverting money appro- 
priated for other purposes, such as a sinking fund 
for the redemption of bonds,** to the payment of 
refund claims. 

It is suggested that a fund for payment should be 
provided by every refund statute, whether it applies 
to state or county taxes. County Treasurers usu- 
ally have no right to pay out county funds except 
in pursuance of an appropriation by the County 
Board and may not divert funds from the purposes 
for which appropriated. 





19 Re Guiteras (1934), 122 Misc. 523, 204 NYS 267. 

2 People v. Board of Education (1908) 126 App. Div. 414, 110 NY 
769 (Aff’d in 193 NY 601, 86 NE 1130). 

21 Jones Ill. Stat. Ann. Vol. 1, P. 286. See also: Riggs-Orr Investment 
Co. v. City of Omaha (1936) — Neb. — 266 NW 430. 

2 Sec. 2a, Ch. 95a, Ill. State Bar Stat. (1935). 

Gen. Laws of 1923 (Rhode Island) Ch. 60, Secs. 15, 17, 18, as 
amended by Chs. 1944 and 1945 of the Public Laws of 1932. 

2% Bank of Picher v. Morris (1932), 157 Okla. 122, 11 Pp. (2d) 178; 


Commerce Trust Co. v. Morris (1932), 157 Okla. 127, 11 P. (2d) 183. 
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In addition to the three methods of payment men- 
tioned above, a fourth way is used in Illinois. There, 
the statutes make the County Collector the ultimate 
tax collector for all taxing bodies within the county. 
For this reason, County Collectors are authorized 
to deduct the amount of refunds from undistributed 
tax collections and use the deductions to balance 
their accounts with the various taxing bodies. 


Title of Statutes 


Refund statutes have been held unconstitutional 
because the title of the enabling act did not disclose 
the provisions for tax refunds. Section 13, Article 
IV of the Illinois Constitution requires every statute 
to contain the substance of its contents in its title.*® 
This section is interpreted strictly. Ina recent Illi- 
nois case,”* a statute entitled “An Act in relation to 
the payment in installments of unpaid, forfeited, or 
delinquent taxes on real estate situated in counties 
containing 500,000 or more inhabitants, and to pro- 
vide for the enforcement of such payment” was 
held unconstitutional because the body of the act 
contained provisions for waiver of interest forfeit- 
ures, delinquences, penalties and costs against such 
real estate. While this defense may seem overly 
technical, the courts regard the constitutional re- 
quirement for stating the substance of every law in 
its title as one of the strongest safeguards against 
oppressive and unscrupulous legislation.*? 


General Principles 


It is submitted that five general principles may 
be deduced from this review of constitutional at- 
tacks on tax refund statutes. As a general rule, 


refund statutes are constitutional if they embody 
the following provisions: 


(1) State the substance of their contents in 
their titles; 


(2) Classify refund claims according to the 
time the tax was paid and deny all those 
paid before a certain date; 


(3) Provide either a special fund raised by taxa- 
tion or set aside protested tax payments 
for payment of refund claims. (Any other 
constitutional means of balancing the ac- 
counts of the governmental officer making 
the refund may be provided also) ; 


(4) Provide for judicial determination of the 
fairness and validity of taxes as a condition 
precedent to refunds; 


(5) Fix a reasonable mode of procedure for se- 
curing refunds and limit the time for press- 
ing such claims. 


A sixth general principle applicable with equal 
force to every type of statute is that the language 
used should be clear and unambiguous. With these 
principles in mind, suggestions have been prepared 
for the amendment of certain Illinois tax refund 


% Jones Ill. Stat. Ann., Vol. 1, P. 28. 


°6 People ex rel. Clarke v. Jarecki (1936), 363 Ill. 180, 1 NE (2d) 855. 
7 Johnson v. Grady County (1915), 50 Okla. 188, 150 P. 497, Smith 
v. Garvin County (1917), 62 Okla. 120, 162, P. 463. 
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statutes to overcome the difficulties discussed in 
the previous articles in this series. 


Summary of Illinois Problems 


Tax refund problems in Illinois may be divided 
into two major groups. The first group includes 
the problems arising out of the payment of taxes 
to the County Treasurer, while the second deals 
with taxes paid to the various tax collectors of the 
state government. 


The general trend of tax legislation in Illinois 
during recent years has been in the direction of 
tightening the requirements for prompt payment of 
a major portion or all of the taxes with liberal re- 
fund provisions. Such statutes are not liberal in 
the sense that they permit the recovery of taxes 
on any slight pretext, but in that they broaden the 
basis of the right to obtain refunds. This tendency 
has been reflected mainly in the laws relating to 
state finances, which, in effect, require the prompt 
payment of taxes, either with or without protest 
and allow refunds of any overpayment, whether due 
to a mistake of law or fact. 


General Property Tax 


While there has been some liberalization of the 
laws relating to the general property tax which is 
assessed and collected exclusively by the county 
governments, it has been pointed out in a previous 
article that when properly construed, the refund 
provisions of the present laws are quite narrow.”® 


The problem of refunding general property taxes 
divides itself into two parts. First, the provisions 
for- contesting current and future taxes with the 
right to a refund of any overpayments, and sec- 
ond, the retroactive operation of the present statutes. 


Current Taxes 


Both the payment and refunding of current taxes 
are governed mainly by Sections 162 and 191 of 
the Revenue Act of 1872.29 Section 162, as amended 
in 1933, provides for the payment of general prop- 
erty taxes under protest. It requires taxpayers to 
file a written protest stating the particular cause 
of objection and to pay under protest at least 75 
per cent of all taxes levied. Objections cannot be 
filed to the County Collector’s application for judg- 
ment and sale of the objector’s property for delin- 
quent taxes unless they have been paid under protest. 


Refunds are provided for by Section 162 as fol- 
lows: 


* * * Where the taxpayer appears and files objections 
the court shall hear and determine the matter according 
to the right of the case and enter judgment for any part 
of the taxes, or order a refund of any part of the taxes 
so paid under protest. Appeals shall lie from such orders 
of the court as in other cases of objection to judgment 
and order for sale of taxes. Refunds shall be made by 
the Collector in accordance with the final orders of the 
court, and the amount of such refunds shall be deducted 
from the taxes of the taxing bodies whose taxes were 
adjudged illegal, in the same or a subsequent year. 


2 See Comments in ‘Tax Refunds in Illinois,” THe Tax Macazine, 
July, 1936, p. 407, et seq. , 
29 Tll. State Bar Stat. (1935), Ch. 120, Sections 180 and 209. 
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There is a further provision in Section 162 that 
payments under protest shall not delay or affect in 
any way the distribution of tax collections among 
the various taxing bodies, but that the collector shall 
deduct the amount of refunds ordered by the court 
“from the taxes of any taxing body for any year held 
illegal by the final order of a court, and use the amount 
deducted to equalize the distribution” (italics sup- 
plied). 

Section 191 confers authority on the County Court 
to hear and determine tax objections in a summary 
manner without pleadings and requires it to enter 
judgment for refunds if it finds that any objector 
who has paid taxes under protest is entitled to a 
refund “of the amount, or any part thereof, so paid 
under protest.” 


The case of People v. Orrington Hotel Company *° 
decided that the 1933 amendments to Sections 162 
and 191 empower the County Court to grant refunds 
in any case where the tax objected to is declared 
void after having been paid under protest. 


In a previous article,*! the correctness of this de- 
cision was questioned. It was criticized on the score 
that it: 

* * * works practical justice and probably carries out 
the intention of the legislature, but ignores the plain words 
of Sections 162 and 191. 


* * * * * * 

The legislature may have intended to use the word “ille- 
gal” in the sense that all taxes found to be void or ex- 
cessive for any reason are levied without authority of law 
and are, therefore, illegal. If such a meaning was in- 
tended, it would have been easy to include a clause de- 
fining “illegal taxes” in that way. 


The conclusion advanced was that: 


In its present form, Section 162 apparently applies only 
to rate cases and does not authorize refunds of taxes paid 
under protest in all cases where such taxes are declared 
void for any reason. * * * A clarifying amendment should 
be made, in view of the Supreme Court’s decision in the 
Orrington case. 


Suggested Amendment 


In the final analysis, Section 162 needs to be 
amended because it provides for only half of the 
problem. It now applies only to rate cases and 
not to cases where the assessment, that is, the 
valuation of property for taxation purposes, has been 
reduced after all or a portion of the taxes have 
been paid. Assessment of property is solely the func- 
tion of the Board of Assessors (County Assessor in 
Cook County) and the Board of Review (Board of 
Appeals in Cook County), while the levying of the 
taxes which comprise the total tax rate is done by 
the cities, County Board, School Districts and other 
taxing bodies within the county. Extension of the 
total tax rate against the assessed valuation of all 
taxable property in the county is the work of the 
County Clerk. Collection of taxes is delegated to 
the County Collector. Each of these functions is 
independent of all the others. For this reason, a 
statute which provides for refunding of taxes paid 
under protest and deducting the same from the dis- 
tributive share of tax collections otherwise belong- 


% (1935), 360 Ill. 289, 195 NE 642. 


31 “Tax Refunds in Illinois,” Tue Tax Macazine, July, 1936, p. 407, 
Footnotes 21, and 22a. 
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ing to the “taxing bodies whose taxes were declared 
illegal” has no application to reductions in the as- 
sessed valuations of property. 

It is suggested that the following amendment of 
Section 162 would make it applicable to both rate 
and valuation cases: 

* * * The court shall hear any objections filed by 
taxpayers and shall determine them according to the 
merits of the case. Judgment shall be entered in favor 
of the collector for so much of the taxes objected to as 
the court shall find were levied and assessed in accordance 
with the law. Whenever judgment shall be refused for 
any portion of the taxes objected to, and at least 75% 
of the taxes levied have been paid under protest, the 
court shall order the collector to refund immediately so 
much of the taxes paid under protest as it may find were 
illegally levied or extended against a void, illegal or ex- 
cessive assessment. Appeals shall lie from such refund 
orders of the courts as in other cases of objection to 
judgment and order of sale for taxes, except that if notice 
of appeal shall not have been served by either the ob- 
jector or the collector upon the other party within thirty 
days from the date a refund order was entered, the judg- 
ment of the county court shall become final and the col- 
lector shall pay the amount of such refund forthwith. 
Wilful failure, refusal or neglect to pay such refunds 
after the order shall have become final shall be deemed 
a direct contempt of court and the county courts of the 
several counties shall have power to enforce their tax 
refund orders by contempt proceedings. No appropria- 
tion by the Board of County Commissioners shall be neces- 
sary for the payment of such funds. 


The provision for deducting the amount of such 
refunds from the “taxes of the taxing body whose 
taxes were declared illegal etc.” has been omitted 
in this amended version. Some provision must also 
be made whereby the collector can balance his ac- 
counts with the various taxing bodies after paying 
refunds of protested taxes. In order to do this, it 
would be necessary for the legislature to amend the 
other provisions in Section 162 relating to the dis- 
tribution of tax collections among the various tax- 
ing bodies. 


As amended, the latter portion of Section 162 
would provide as follows: 


Payment of taxes under protest shall not delay or affect 
in any way the distribution of tax collections among the 
various taxing bodies. Whenever refunds shall be ordered 
by the County Court, the collector shall equalize the dis- 
tribution of tax collections among the various taxing 
bodies by deducting the amount of such refunds from 
the portion of the tax collections which otherwise would 
be paid over to such taxing bodies. Such deductions shall 
be made in the following manner: 


(1) Illegal Rates. Whenever one or more of the tax 
rates comprising the total tax rate for any tax 
year shall be adjudged illegal by the final order 
of a county court and the court shall order a 
refund of the amount of taxes produced by the 
extension of the illegal rate or rates against the 
assessed valuation of the objector’s property, the 
collector shall deduct the amount of such refunds 
from the share of tax collections for the same or 
any subsequent year which the taxing bodies, or 
their legal successors, whose taxes were declared 
illegal otherwise would be entitled to receive. 


(2) Void, Excessive or Illegal Assessments. Whenever 
an assessment shall be found to be void, illegal 
or excessive by the final order of a county court 
and the court shall order a refund of the amount 
of taxes produced by the extension of the current 
tax rate applicable to the objector’s property 
against the void, illegal or excessive portion of 
said assessment, the county collector shall deduct 

the amount of such refund pro rata from the 
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share of tax collections for the same or any sub- 
sequent year which the various taxing bodies, or 
their legal successors, otherwise would be entitled 
to receive. 

It is believed that these suggested amendments 
meet all of the necessary constitutional requirements 
previously discussed. Adoption of these or similar 
amendments incorporating the same general prin- 
ciples would create a liberal system of refunds as 
compensation for requiring 75 per cent of all taxes 
levied to be paid under protest before any objec- 
tions may be filed in the County Court. Further- 
more, the statute (162) would apply for the first 
time to all cases where taxes paid under protest 
have been declared void, illegal or excessive for any 
reason. 


Retroactive Refund Statutes 


Section 268 of the Revenue Act of 1872 contains 
the principal provision in the present Illinois laws 
for retroactive refunds of general property taxes. 
The scope and limitations of Section 268 were dis- 
cussed in detail in the second of this series of ar- 
ticles.*? 

Section 268 provides that taxes may be refunded 
when overpaid because the same property was “twice 
assessed” for the same year or assessed before it 
became taxable. It also permits refunds when the 
taxes on the same property for the same year have 
been paid twice by different claimants. Such re- 
funds are granted without regard to whether the 
taxes were paid voluntarily or under protest or 
duress; refunds may be secured by filing a petition 
in the County Court within five years from the date 
that the right to a refund arose.** 

The second article also discussed the special prob- 
lems that arose in Cook County from the use of 
a scientific assessment system during and since the 
general reassessment in 1928. It was pointed out 
that many cases of grossly excessive assessments 
had resulted from clerical errors, erroneous measure- 
ments and other similar causes. This article also 
reviewed the attempt that was made to evade the 
voluntary payment rule by interpreting the words 
“twice assessed” as used in Section 268 to mean that 
any valuation erroneously placed on property by 
the assessor in excess of the correct assessed valua- 
tion was a “double assessment.” 

The conclusion drawn from a study of the legis- 
lative history and judicial interpretation of Section 
268 is that property is not “twice assessed” within 
the meaning of Section 268 unless it has been valued 
twice in the same year for taxation purposes, either 
by the same assessor or by different assessors claim- 
ing jurisdiction over the same property. Finally, 
it was shown that the decision in the recent case 
of Cooper-Kanaley v. Gill ** definitely prohibits the 
County Court from using its powers under Section 
268 for the refunding of excessively overassessed 
general property taxes. An opinion was expressed 
to the effect that :*° 





32 See “Tax Refunds in Illinois—Part II,” Tue Tax Macazine, 
August, 1936, p. 467, et seq. 

3 T1l. State Bar Stat. (1935), Ch. 120, Sec. 283. 

% (1936) 363 Ill. 418. ’ 

% See “Tax Refunds in Illinois—Part II,” Tue Tax Macazineg, 
August, 1935, p. 506. 
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It is now clear that there is no way in which such 
excessive taxes (when voluntarily paid) may be recovered 
unless the legislature enacts specific remedial legislation. 


Remedial Legislation 


It would seem at first glance that the enactment 
of a retroactive refund law applicable to volun- 
tarily paid taxes for the tax years 1928 to 1931 would 
be the only fair solution to the dilemma presented 
by the Cooper-Kanaley decision. However, there are 
other factors which must also be considered. Cer- 
tain constitutional objections must first be over- 
come. Then, too, the desirability of such a law from 
the standpoint of public policy should be considered. 


Constitutional Objections 


If a retroactive refund law were enacted to apply 
only to Cook County, it might be attacked as class 
legislation or as a “special law,” both of which are 
prohibited by the Illinois Constitution. This ob- 
jection could be met by framing a law in general 
terms which would apply to all counties in the state 
having a population of 500,000 or more. 

The most serious difficulty would be to make ade- 
quate provisions for meeting the cost of refunds. A 
refund law should make some provision for raising 
the funds to be used for paying claims. As we have 
seen, this may be done by imposing an additional 
tax on all taxpayers, or by deducting such refunds 
pro rata from the distributive share of current or 
future tax collections which the various taxing 
bodies are entitled to receive. Whichever method 
was adopted, the burden would still fall on all tax- 
payers in Cook County, including those who receive 
the refunds. Clearly, funds appropriated by the 
County Board for some other purpose could not 
be diverted for the payment of refunds. Since it is 
axiomatic that government funds are derived from 
the taxpayers, some portion of the regular tax levy, 
probably that for the contingent fund of the County 

3oard, would have to be increased, if neither of the 
above-mentioned methods were used. 


Public Policy 


Serious consideration of the problems involved 
leads one to the conclusion that a retroactive law for 
the refunding of excessively over-assessed taxes 
might be objectionable on grounds of public policy. 

First of all, such a law would be an open invita- 
tion to bribery and collusion between taxpayers and 
unscrupulous taxing officials. Secondly, it would 
cast a cloud on real estate titles to the extent that 
it might invite litigation between the present and 
former owners of real estate which has changed 
ownership since 1928. The point in dispute would 
be which would have the right to seek and receive 
tax refunds. Presumably, the present owner would 
be entitled to any refunds if the unpaid taxes were 
assumed and paid off as part of the purchase price, 
while the former owner would have a prior claim 
if the sale or transfer was made subject to his pay- 
ing all unpaid taxes of record. Of course, none of 
these questions would arise when all taxes due to 
the date of sale were fully paid prior to the con- 
summation of the deal. 
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Also, there have been numerous transfers of prop- 
erty under mortgage foreclosure sales since 1928, 
every one of which would be a possible source of 
refund litigation. In most instances, where prop- 
erties have been taken over by mortgagees, back 
taxes have been paid up to date. Such tax pay- 
ments were added to the principal amount of the 
mortgage and often resulted in deficiency judgments 
against the mortgagor. If a retroactive tax refund 
statute were enacted and a refund action was filed 
by the mortgagor, would the mortgagee have the 
right to intervene and request that it be substituted 
as the proper party plaintiff or be allowed to inter- 
vene as a cross-complainant against the mortgagor 
in order to have the amount of the refund applied 
to the partial satisfaction of the outstanding defi- 
ciency judgment? Furthermore, if such action re- 
sulted in judgment for the mortgagor-complainant, 
could the mortgagee garnishee the proceeds of any 
tax refund granted to the mortgagor? Each case 
would depend on its own facts and it is obvious that 
involved litigation might arise in many instances. 
Public policy against stirring up litigation might 
outweigh any considerations of fairness to the tax- 
payers affected. 


Administrative Expense 


Although a retroactive refund statute might pro- 
vide that all refund claims should be determined by 
the County Court, it is not likely that any judge 
would be able to hear all of the evidence in every 
case. The assessment procedure used in Cook County 
is so highly technical that the County Court would 
probably refer all refund claims to the assessor’s 
office for investigation and to report recommenda- 
tions for their disposition. This method has been 
followed by the County Court in dealing with re- 
fund claims filed under Section 268 and is undoubt- 
edly the most practical mode of procedure, even 
though a natural reluctance on the part of the as- 
sessor to review prior assessments must be rec- 
ognized. 

The maximum number of cases that could be filed 
under a retroactive refund statute could be curtailed 
by limiting the right to a refund only to those cases 
where payment was made while a tax objection was 
pending in the County Court and the assessor sub- 
sequently recommended correction of errors in the 
assessment to which the objection had been filed. 
There would be some reasonable grounds for such 
a classification of refund claims. Tax payments 
made during the pendency of an objection might 
be recognized as payments under protest and re- 
funds allowed accordingly. 

The imposition of additional technical work on 
the assessor’s staff would probably require employ- 
ment of extra help to make appraisals of property 
and investigations of the records in refund cases. 
The cost of this extra help would have to be met 
by increased appropriations. Any increase in the 
cost of governmental operation would naturally de- 


scend on the taxpayers in the form of increased 
taxes. 
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Public Policy 


Finally, it is doubtful whether the legislature 
should reopen tax questions which are now consid- 
ered a closed issue according to established public 
policy in Illinois. It is imperative that the statutes 
pertaining to current taxes should contain liberal 
refunding provisions in return for requiring taxes 
to be paid promptly as a condition precedent to 
contesting their fairness or validity; but the same 
considerations would not apply to taxes already 
paid in full and long since spent by the various tax- 
ing bodies. 

A sound public policy requires finality in tax mat- 
ters at some definite time. It is suggested that an 
equitable solution would be reached by retaining 
the present provisions of Section 268 and amending 
Section 162 as suggested herein. The exceptions to 
finality in taxation matters contained in Section 268 
have been recognized and interpreted by the courts 
for many years and there appears to be no urgent 
reason for changing them. No other statutes for 
recovery of voluntarily paid taxes should be enacted. 


General Refunds 


Whether the benefit of rate reductions should 
be extended to all taxpayers without limiting such 
benefits to those who have paid under protest and 
filed objections is outside the scope of this article. 
It would seem that the chief difficulty so far has 
been in drafting a statute acceptable to the legis- 
lature. The desirability of a general rate refund 
law is well recognized, but there has been consid- 
erable difficulty in framing such a law which would 
avoid the delegation of judicial functions to the 
County ‘Treasurer or other administrative officials 
and yet would not require the County Court to 
enter individual orders for every parcel of property 
in the county. 


State Taxes 


In the third article of this series, the refunding 
of all taxes paid to the state government was re- 
viewed, except inheritance tax refunds, which were 
discussed in the fourth article. 

The four methods of securing refunds of over- 
paid state taxes have been analyzed in detail, so 
that their similarities and differences need not be 
reviewed at this point. It is sufficient to state that 
taxes paid to the state under duress may be re- 
covered in an action of assumpsit against the tax 
collector individually or by filing a claim against 
the state in the Court of Claims, and that a method 
is provided by statute for contesting the validity of 
state taxes by paying them under protest with the 
right to a refund in the event an overpayment is 
established by judicial decision. Section 2a of the 
Public Finances Act ** requires every official col- 
lecting taxes or fees for the state government to 
notify the State Treasurer when taxes are paid un- 
der protest. Protested payments are held in a 
special “protest fund” for thirty days and at the 
end of that time, are transferred into the fund in 


36 TI, State Bar Stat., Ch. 127b, Sec. 35; Jones Ill. Stat., Ann. 126.359. 
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which they would have been placed had the pay- 
ment been made without protest unless the taxpayer 
has meanwhile filed a suit to enjoin such transfer. 
If a temporary injunction is issued against this trans- 
fer, the money is held in the “protest fund” until 
the final order or decree of the court. 


Departmental Refunds 


Another method of securing refunds is by the filing 
of claims with the different state departments adminis- 
tering the various tax laws. This method is appar- 
ently independent of any statutory requirements for 
payment under protest and the filing of an injunc- 
tion suit within thirty days from such payment. Sev- 
eral tax laws administered by the Department of 
Finance contain such provisions,** namely, the Re- 
tailer’s Occupational Tax Act, the Public Utility Tax 
Act,* and the Motor Vehicle Mileage Weight Tax 
Act.8° However, with the exception of these three 
taxes and inheritance taxes, payment under protest 
and filing an injunction suit within thirty days is 
apparently the only way in which all other taxes 
paid to the state may be recovered. The exceptions 
to this rule are cases where the tax in question was 
paid under duress, mutual mistake of fact, or where 
the state has been unjustly enriched at the expense 
of the taxpayers. In such cases, refunds may be 
secured by action against the state in the Court of 
Claims. 

The constitutionality of the above-mentioned ad- 
ministrative refund provisions has not yet been 
passed on by the Supreme Court. They may be 
held unconstitutional as unlimited delegations of ju- 
dicial power because they authorize the Department 
of Finance to refund in cash or credit any over- 
payments of tax “whether as a result of a mistake 
of fact or an error of law.” No judicial determina- 
tion of either the “mistake of fact” or “error of law” 
is required as a condition precedent to the granting 
of such refunds. Nor is any method provided for 
reviewing decisions of the Department by appeal 
to some court. It is generally held that the weigh- 
ing of evidence to determine the occurrence of mis- 
takes of fact or law is a judicial function and that 
although administrative officials may be vested with 
that power, some provision for judicial review must 
be made. Until the Supreme Court has passed on 
the question, it would seem that refunds granted by 
the Department of Finance are not conclusive. 


Inheritance Tax Refund 


The law relating to inheritance tax refunds is the 
most intricate of all refund laws. In the fourth 
article in this series, the need for amending Section 
25 of the Inheritance Tax Act was discussed. This 
section deals with the taxation of contingent inter- 
ests. The amendments suggested are procedural 
and would have no effect on the substantive prin- 
ciples embodied in Section 25. 


(Continued on page 58) 





37 Tl]. State Bar Stat. (1935), Ch. 120, Sec. 432; Jones Ill. Stat., 
Ann. 119.458. 


3811]. State Bar Stat. (1935), Ch. 120, Sec. 439; Jones Ill. Stat., 
Ann. 119.466. 


39 Ill. State Bar Statutes (1935), Ch. 127b, Sec. 4. 
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N our former incarnation the question we were 

asked most often, until we were tired of answer- 

ing, was “How do you do it?” Our new sur- 
roundings have not changed the frequency of the 
inquiry. So for the last time we answer it, and 
those pupils who are inattentive or come in late will 
be just out of luck. About the time that Farragut 
was damning the torpedos, a Navy cook was being 
examined for promotion to steward. The examin- 
ing officer asked, “How do you make hash?” and 


the sailor replied, “You don’t make it, sir; it just 
accumulates.” 
So let’s see what’s in the icebox. 
Lawyers in the Navy 
“Tlow 


i ie forestall getting inquiries like this, 
about lawyers getting into the Naval Reserve’ ?” 
Here’s the answer. The Supply Corps takes in 
some lawyers; but it needs few; it isn’t the law end 
of the Navy. That is handled by the Judge Advo- 
cate’s office and the last we heard, there were no 
vacancies. If you want to get on the waiting list 
address The Chief Clerk; Reserve Section; Bureau 
of Navigation; Navy Department; Washington, 
D. C.; and request an application form and informa- 
tion leaflet. The Navy is famous for its course in 
International Law, given at the War College in 
Newport, R. I. Any reserve officer may take the 
elementary course by correspondence; highly quali- 
fied ones may then take an advanced course, also by 
correspondence; and occasionally one will be per- 
mitted to attend the War College summer course. 
Taxes, and the law thereof are the last concern of all 
departments except the Treasury. 


UST too late to make the December issue, we got 

a long letter from Morton Fisher of Maryland. 
After pointing out the well-known headache of de- 
termining when a stock becomes worthless he says: 
It would make little difference to the government what 
year is eventually determined as the proper one for worth- 
less stock loss deductions, providing the determination 
will have uniform application to all holders of that stock. 
It would be of great advantage to taxpayers if the law 
were amended so as to permit taxpayers to request the 


1See Naval Reserve call for accountants in the December, 1936, issue 
of THe Tax MacazineE, p. 758. 


government to determine the year of worthlessness; and 
if such request is made within the period of limitations 
applicable to refunds for the year as of which it is finally 
determined such worthlessness first existed, the period of 
limitations for filing refund claims, based on such losses 
be extended for ninety days from the date of notice by 
the Bureau of Internal Revenue to the taxpayer of its 
determination. I realize that tinkering with the statute of 
limitations must be cautiously attempted. 

It’s a darn good idea, but a trifle late for current 
purposes considering the way the market is going. 
But it’s never too early to prepare for the next de- 
pression. See Isabel Paterson in the N. Y. Herald 
Tribune for November 22. 

And speaking of book reviewers. We frequently 
get books to review. We rather like that. But with 
space limitations what they are, we will not use any 
space for adverse criticism. If we like the book, 
we'll say so; if not, a stony silence. 


Taxes 


Mr. Norman G. Chambers contributed the following. 


35 


We supplied the italics. 

Under recent acts of Congress we have seen taxes paid 
that later have been declared by the courts to be illegal, 
and thus refundable, if it were not for restrictions imposed 


by Congress making refunds next to impossible. These 
restrictions themselves may be unconstitutional. If you 
are adequately to serve your clients’ interests, you will 


be required to keep up with interpretations of the law 
constantly being made. As an aid to doing this, there is 
nothing better than a good tax service, provided you read the 
executive sheets AS THEY ARE RECEIVED. Only by 
such application would you know without having to look 
it up, that in cases where no proper inventory is in exist- 
ence, the courts will not uphold the Commissioner in seek- 


ing to change the basis of a return, filed on a cash basis, to 
an accrual basis. 


One of the numerous distressing things which can 
and do happen to teachers of accountancy, is to have 
some student cite an income tax case that contradicts 
what the teacher has taught. The really bright boys 
know that accounting for tax purposes is often dif- 
ferent from good accounting, but delight to embar- 
rass the prof. How good it is, then, for the latter 
to find a case like that of the Realty Bond & Mort- 
gage Co. (Court of Claims, November 9; 364 CCH 
§ 9503). Where stock in a corporation is forfeited 
because of defaults by the installment purchaser, the 
retained payments are capital, not income. 
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And while on the subject of corporation account- 
ing, let us stop to thank Bill Sunley of Chicago. 
He recently gave us a copy of a book he and Paul 
Pinkerton wrote (and Ronald publishes) on corpo- 
ration accounts; and also the loose leaf annotations 
recently gotten up for correspondence students. 
They make a fine combination. 


At the football game in New Haven on November 
21 we were struck by the similarity of a Yale foot- 
ball and a Congressman’s mail. They are both car- 
ried by Frank. So since all good things come by 
threes, George Frank of Brooklyn bobs up with this 
idea the following Tuesday. He thinks that, in the 
light of current tax legislation, surplus is a misnomer. 
The more descriptive term, and therefore more cor- 
rect, would be “Reserve for Dividends.” 


Reference is hereby made to paragraph 147-3(j) 
of Regulations 94. How can the payor know the 
marital status of the payee? Unless intimate with 
him personally, he can’t. No one asks to see the 
marriage certificates. It is not uncommon for many 
employees receiving over $1,000 and less than $2,500 
to allege a married state. Thus the employer does 
not report them on 1099. How is it that that loop- 
hole is still unplugged? Why should not Social 
Security Tax reports be used in place of 1099’s? 

Here is the first embarrassing moment contributed 
since we came to this new address: 

One of my clients, on the advice of esteemed counsel, 
refused to file any reports under the New York State 
Unemployment Insurance Law. The lawyer held it was 
unconstitutional, and would be so held. As you know, 
it was upheld, by a tie score. But four days before it 
happened I was informed that said counsel had changed 
his mind; and would I please come and make up the needed 
reports. So on that Monday a. m. I went to the client’s 
office and did the job. But one question came up, about 
the delinquency, so I called the State Office to inquire. 
The man at the other end seemed amused as I explained 
the circumstances. In fact I thought I detected a snicker; 
and could not understand it. But he gave me the dope; 
and I finished my work. When I went out to a late lunch 
I understood. The newspaper headlines told me; and the 
man at the State Office must have known, that the decision 
had been given; and thought I was kidding him. 


Pity the poor yachtsman! One Lihme lost over 
$28,000 on a yacht he bought in 1928, and was com- 
pelled to sell in 1930 on account of the crash in 1929. 
The District Court for the Southern District of New 
York decided on November 17 that the yacht was 
a pleasure vessel, even if the owner did entertain 
customers and prospects on board. (364 CCH § 9516. ) 

The associated press reports from Washington on 
November 28 mentioned BTA cases that will bear 
watching. The first one is that of Max D. Steuer, 
the famous criminal attorney. The second is that of 
the Newbury Corporation. In the latter it is con- 
tended that the surtax on personal holding compa- 
nies is unconstitutional. 


Writing to the New York Tribune on the same 
day, J. V. Fox of Forest Hills, Long Island, cites 
the unfairness of a recent ruling of the Social Security 
soard: 

Member Banks of the Federal Reserve System are ex- 


empt inasmuch as they are “instrumentalities of the Fed- 
eral Government.” 
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Mr. Fox, therefore, deduces logically that his salary 
as a National Bank clerk is exempt from taxation by 
any State. 

The Associated Press reported on December 2nd 
that George Peek, former triple A administrator, had 
appealed from an assessment. The facts seem to be 
that the plaintiff paid a lawyer over $4,600 to help 
him in his work, and deducted it as a necessary busi- 
ness expense. We don’t doubt its necessity, but 
we'll bet the Commissioner will be upheld on its dis- 
allowance. 


Martin Kortjohn saw the following in the New 
York Times classified pages on November 29: “Want 
join or organize company constructing taxpayers 

Brooklyn.” Well, of course, Mr. Kortjohn 
and all New Yorkers know that what is meant is a 
low building that will rent for enough to just pay 
carrying charges. But on the face of it, we agree 
with him that it looks as though Mr. Morgenthau 
would be interested, as a means of balancing the 
budget; and respectfully refer the job to Harold 
Ickes’ PWA, of which Charley Maxcy is chief ac- 
countant. 


Exempt Corporations 


HE text for this sermon is found in Article 101-1 

of Regulations 94, and subparagraphs (1), (4) 
and (5) thereof. As a fertile source of trouble for 
both the institutions and their legal advisers or audi- 
tors, we know from experience what the regulations 
mean. Organizations which have never in their lives 
had any regard for taxes now have to prove that 
they are tax exempt. Some universities that are 
older than the Constitution are having to go through 
the same maze of red tape as a school founded two 
years ago. Now it is undoubtedly true that some 
corporations masquerading as “non-profit” are profit 
making and properly subject to tax. But to make 
thousands of innocent corporations spend good 
money, needed for the charitable purpose for which 
the corporation was chartered, is hardly fair. How- 
ever, that’s the story and we are stuck with it. And 
since we have, to date, seen not a word in print about 
this subject which affects millions of people (every- 
body belongs to a lodge, fraternity or club) we are 
going to take a little space to give some hints that 
may help. Furthermore, the “we” is not editorial. 
In the two cases we have completed so far, and the 
one we are now handling, the client’s lawyer played 
a big part. 

In the first place, the regulations are construed 
literally. The Bureau has a special section taking 
care of such cases, and failure to file every scrap of 
information called for in complete detail results in 
an adjudication of taxability. The exact procedure 
and requirements vary with the state of incorpora- 
tion; and copies of the law under which the corpo- 
ration seeking proof of exemption should be filed 
with the Bureau. Copies of charter or articles of 
incorporation must be certified by a proper official. 
A notary is not always sufficient. Depending on the 
local law, a judge, a deputy attorney general or sec- 
retary of state or other official must sign. When, in 
addition to articles of incorporation, the state issues 
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a charter like the diplomas given by universities, or 
certificates issued to C. P. A.’s, photostatic copies 
are most satisfactory. 


Most of these exempt corporations, such as schools 
and clinics, have no shares nor shareholders. That 
fact should be thoroughly emphasized. We were 
obliged to furnish a complete list of names of every 
person who received compensation for personal serv- 
ices of any sort, regardless of amount, during 1935 
and state’ the kinship, if any, between any of them. 
It would seem advisable for any practitioner who is 
the nephew or son-in-law of the chairman of the 
board of trustees, for example, to have a colleague 
either handle the case entirely or join him in the 
affidavits or certificates, else the bureau may invoke 
the “independent accountant” clause of the S. E. C. 
law. Either way, he should lean backwards in car- 
rying out the letter of regulations. 


Many of the national fraternal insurance orders 
have urged the subordinate councils or lodges to in- 
corporate separately under local law. This means 
that each lodge is a separate legal entity as far as 
the Treasury Department is concerned; but before 
taking any final action, the legal counsel of the 
supreme or national organization should be con- 
sulted. Economy would dictate that such supreme 
counsel handle all the subordinate councils, with the 
latter merely supplying the necessary data. The 
cost of copying and notarial fees is high enough 
without incurring fees and expenses for separate tax 
practitioners. 

A very fine point may also arise in the matter of 
preparing the power of attorney in case it is neces- 
sary to have a conference or hearing to prove the 
exempt status. An ordinary power of attorney will 
read “all Federal tax matters” or otherwise describe 
the taxes to be appealed. But a tax-exempt organi- 
zation will object to that, quite naturally. No tax 
has been assessed; and if exempt, none will be. 
Therefore, the power of attorney should be specific 
that it is to “establish exemption from Federal taxa- 
tion.” If the organization owns realty, a certificate 
from the local assessor, showing that this realty is 
exempt from local property taxes, should be included 
in the evidence. If the organization is a school, cer- 
tification of its status with the state department of 
education is necessary. In short, tax counsel should 
think of all the things that could possibly be used 
as evidence, in case the Bureau ruled adversely and 
an appeal to the courts was taken; and submit that 
evidence in the first place. 

There is just one bright spot in this cloud. Many 
exempt organizations have never kept books of ac- 
count, just because of this exemption, and this new 
requirement may be salutary for their financial 
standing. We fear, however, that many petty de- 
falcations of “secretary-treasurer” will come to light 
when efforts to establish a balance sheet, and income 
and expense statement, are made. Also that bank- 
ruptcy, dimly suspected, will be clearly revealed. On 
the other hand, consider the case of a charitable in- 
stitution, known to be bankrupt, but allowed to con- 
tinue by the grace of its creditors who recognized 
the fine and necessary work it did in its community, 
which had to spend a considerable number of dollars 
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for copying and other statutory fees, just to prove 
that it was tax-exempt, the lawyer donating his ser- 
vices. We heard one practitioner hail the new reg- 
ulations as “a great thing for the profession,” mean- 
ing more work and more fees. Well, the work is 
there; plenty of it. But the fees are not. Nor would 
we think much of a practitioner who would take 
anything but his bare out-of-pocket expenses from 
a settlement house or other such outfit. “Well,” 
said the pharisee, “even if you don’t get a fee from 
the corporation, look at the contacts you make; the 
trustees are usually business men worth meeting.” 
True enough. But chances are that these business 
men are already provided with auditors, and one of 
them will say, “I’ll get my auditor to take care of 
this, and won’t allow him to charge anything.” 

As far as we have experienced and observed and 
heard, this Article 101-1 is just a pain in the neck. 
All the more, because on account of the space we 
have given it, we must omit the dialogue this month. 


Meetings 


UR remarks last month on public accountants 

who did not go to meetings of their professional 

societies brought us quite a lot of comments. Here 
are a few: 

How about the man who quits public practice to take 
a private job and immediately drops all his professional 
societies and friends? He thinks he can hold down the 
job, without keeping up on new developments. What a 


dope! Then when he loses the job he has lost also all 
the contacts that would help him get another. 





I rarely miss meetings; and I rarely listen to the speeches 
or talks. Papers should be read, not by the writer, but 
by the people who want the information. I get my benefit 
out of the Society by going early and chatting with old 
friends, making new acquaintances, and reading the speeches 
later on when they come out in the Bulletin. 





Trouble with my state society (name deleted by the 
Shop Talker) is that it is too darn hospitable. Guests 
are always welcome; any guests. What’s the use of join- 
ing and paying $25 per year dues when you can go to 
any meeting you care to and never pay acent? Prospective 
members, sponsored by an active member, should be al- 
lowed to attend one (and no more) meeting. After that, 
join or stay away. 





Blank’s wife won’t let him go to meetings. That’s what 
he says. I don’t believe it. She lets him work any night 
he has to; going to meetings is just as much part of his 
duties to his clients as writing reports at the office. If it 
is true; if the poor fellow is so frightfully henpecked, some 
one could persuade the woman it is to her financial advan- 
tage to have her husband’s earning power increased. One 
firm I know of not only pays the first year’s dues of 
every man on the staff who becomes a C. P. A., but checks 
attendance on the time sheets they turn in. ’A few men 
resent the compulsion, but the big majority acquire a 
useful habit they never lose. 


As a lawyer I am active in my bar association. I care- 
fully inquire into the activities of the C. P. A.’s my clients 
employ to see if they are correspondingly active in their 
institute. And I don’t mind saying I always recommend 
a change if they are not. 


As trust officer of a bank I frequently have the right 
to hire C. P. A.’s. It is not true in my case, and I doubt 
if it is in any, that a few big firms get the “gravy.” But 
a man who doesn’t belong to his state organization is never 
even considered for an engagement. 











































































CORPORATE POLICY UNDER THE 
SURTAX ON UNDISTRIBUTED 
PROFITS 


Christian B. Peper, Member of the 
St. Louis Bar 


22 Washington University Law Quarterly, | 


December, 1936, p. 1-30 


The Revenue Act of 1936 is devoted not 
so much to the taxing of undistributed 
earnings as to the offering of inducements 
to their distribution. The Act, in effect, 
urges a rule of corporate conduct. Thus 
the problem of how best to conform to 
this rule and avoid the penalties incident 


to deflection becomes of first importance | 


to the corporate taxpayer. 
Credit is given for amounts which can- 


not be distributed without “violating a pro- | 
vision of a written contract executed by | 
the corporation prior to May 1, 1936, which | 


provision expressly deals with the payment 
of dividends.” If distributions can be made 
in one form but not in another, without 
violating contractual inhibitions, or at one 
time during the current year and not at 
another time, the credit will not be allowed. 
The amount of credit is further restricted 
by provision that earnings accumulated prior 
to the current year are to be included in 
the computation of the amounts which can 


be distributed without violating a contract. | 


Only such indentures as expressly declare 
that no dividends shall be paid unless a 
current asset ratio is preserved or that 
some similar requirement is met, would be 
able to fall under the credit. More un- 
certainty is centered about the ruling that 


the charter of a corporation does not con- | 


stituted a contract within the meaning of 
the Act. This restrictive interpretation of 


the term “contract” would seem valid as | 
regards the relation between the corpo- 


ration and the state, since the trend of de- 


cisions is to regard such relationship as | 
one primarily of status. Such interpretation, | 


however, possesses less validity when ap- 
plied to the relations between the corpo- 
ration and its shareholders. It is likely 
that the Treasury ruling implies a distinc- 


tion between the provisions of a charter | 


which define the relations between the cor- 
poration and the state, and contracts be- 
tween the corporation and a preferred 
stockholder which fortuitously happen to 
be included in the former. 


| Credit is given for “an amount equal to 
|the portion of the earnings and profits of 
|the taxable year which is required (by a 
provision of a written contract executed 
prior to May 1, 1936, which provision ex- 
| pressly deals with the disposition of earn- 
ings and profits of the taxable year) to be 
paid within the taxable year in discharge 
of a debt, to the extent that such amount 
has been so paid or set aside.” According 
to the Regulations the requirement of the 
section is not met if the sinking fund 
agreement merely requires the corporation 
to require a certain percentage of such 
bonds annually or to maintain a fund ade- 
quate to retire such bonds on maturity, or 
|to pay into the fund specified sums per 
unit of lumber cut, or coal mined, or an 
amount equal to a percentage of gross 
sales or gross income. 

Ruling has been made that the term “debt” 
does not include an obligation to a share- 
| holder as such; thus preferred stock sink- 
ing funds are excluded from the benefit of 
| the section. The terminology of the statute 
appears to justify the conclusion drawn by 
the Regulations that refunding operations 
entered into after April 30, 1936 do not re- 
ceive the protection of the credit. The 
scope of credits is further curtailed by the 
provision that where credit may be had 
|both under the restrictions of dividends 
clause and under the sinking fund clause, 
| only the greater shall be counted. Exemp- 
tions based upon contractual inability to 
distribute income are narrowly conceived 
|and restrictedly interpreted so as to serve 
|only a limited number of situations. Con- 
sequently, rather than rely upon these ex- 
emptions, it is advisable for the corporate 
taxpayer to seek relief under the category 
of dividends paid credits. 

The law provides for a number of divi- 





avoid the incidence of the tax. All credits, 
however, are expressly made subject to the 
requirement that the distribution constitute 
|taxable income in the hands of the dis- 
tributee. Thus the Act embodies by refer- 
ence a great mass of case law dealing with 
| what constitutes “income.” In Eisner v. 
Macomber, 252 U. S. 189, the Court held 
that an operation whereby a corporate surplus 
| was transferred to capital and distribution 
thereof made by issuing new common stock 
ias a dividend upon the outstanding com- 
mon, did not constitute taxable income 
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dend policies whereby a corporation may | 


| within the meaning of the Sixteenth Amend- 
ment. Limitations upon this rule were sub- 
sequently hinted at, but were overlooked 
In May of the present year, in Koshland v 
Helvering, 56 S. Ct. 767, the Supreme Court 
took occasion to clarify its stand upon 
stock dividends apart from corporate re- 
organization. The Court pointed out that 
Eisner v. Macomber “affected only the tax- 
ation of dividends declared in the same 
stock as that presently held by the tax- 
payer.” The distinction was pointed out 
between a stock dividend which conferred 
“no different rights or interests than did 
the old,—the new certificates plus the old, 
representing the same proportionate inter 
est in the net assets of the corporation as 
did the old,” and one which gave the stock- 
holder “an interest different from that which 
his former stock holdings represented.” The 
latter is taxable. The language of this 
opinion has been embodied in the Regu- 
lations applicable to the dividends paid 
credit provisions of the Act. Therefore, a 
dividend of common stock upon the out- 
standing common can afford no basis for 
a dividends paid credit. Where the sole 
stock outstanding is common and it is pro- 
posed to issue as dividends upon the com- 
mon a preferred issue, if the broad dictum 
that Eisner v. Macomber affected only “the 
taxation of dividends declared in the same 
stock as that presently held by the tax- 
payer,” there would be justification for in- 
|cluding this dividend among the list of 
dividends taxable to their recipient. How- 
ever, it is submitted that this dictum should 
be qualified by the further distinctions drawn 
by the Court between dividends which work 
|a change in the proportionate interest of 
|the stockholder and those which do not 
| Where there are common and preferred 
|stocks outstanding, and preferred stock is 
declared as a dividend on the common, the 
distribution alters the proportionate inter- 
est of the shareholders by bettering the 
common shareholder at the expense of the 
existing holders of preferred. The Treas- 
ury regulations cite such distribution as an 
example of one entitling the corporation 
to a dividends paid credit. Where pre- 
ferred stock is issued as a dividend upon 
outstanding preferred stock, this alters the 
proportionate status of the preferred stock- 
holder by securing to him an extension of 
his priority at the expense of the common 
shares. Although direct adjudications are 
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wanting, it appears to come safely within 
the rule of Koshland v. Helvering. 


The Act specifically includes among “divi- 
dend in kind” the distribution of “stock of 
the corporation if held by the corporation 
as an investment.” The Regulations add 
that “Unless shown to the contrary, shares 
of capital stock once issued but thereafter 
acquired by the corporation in any manner 
whatsoever, but not retired, shall be deemed 
to be held by the corporation as an invest- 
ment.” There appears little reason to sup- 
port a distinction between the alteration in 
the proportionate interests of a stockholder 
wrought by the receipt of a dividend from 
treasury stock and that wrought by the 
receipt of stock never hitherto outstanding. 
It may be included that a stock dividend 
of a type non-taxable to the recipient will 
not be made taxable by the mere fact that 
it has been declared out of treasury stock. 
This conclusion has judicial support. 


For the purpose of dividends paid credits, 
the distribution of stock rights, in so far 
as such rights possess a market value, 
should receive the same treatment as that 
which would be accorded the actual distri- 
bution of the shares into which the rights 
are convertible. More doubt surrounds the 
issuance of rights to convertible bonds and 
it would be well for a corporation seeking 
dividends paid credits to avoid such distri- 
butions. 


It was early decided that the declaration 
of a cash dividend out of the earnings and 
profits constituted income to the share- 
holder; so with a dividend declared in the 
stock of another corporation, securities held 
in the corporate treasury, accounts receiv- 
able, and assets of a tangible nature. On 
principle, a bond dividend should not lose 
its taxability to the recipient by the pres- 
ence of a stock conversion right unless a 
portion of the value of the bond is ascrib- 
able to a right of conversion into a stock 
which would constitute a non-taxable stock 
dividend. The issuance of bond dividends 
in many cases may prove an excellent 
policy on the part of a corporate taxpayer 
which desires to retain its cash earnings 
and yet is unable or unwilling, to increase 
its capitalization at the present time. 


The Act defines cash options liberally: 


Whenever a distribution by a corporation is, at 
the election of any of the shareholders (whether 
exercised before or after the declaration thereof) 
payable either (A) in its stock or in rights to 
acquire its stock, of a class which, if distributed 
without election would be exempt from tax under 
paragraph (1), or (B) in money or any other prop- 
erty (including its stock or rights to acquire its 
stock) of a class which if distributed without elec- 
tion would not be exempt under paragraph (1), 
then the distribution shall constitute a taxable divi- 
dend in the hands of all shareholders, regardless 
of the medium in which paid. 

The Regulations further provide that the 
option may be exercised or exercisable be- 
for the declaration, and that the declaration 
may provide for payment in one medium 
with the burden on the shareholder to re- 
quest payment ina different medium. The 
option may be exercised before the declara- 
tion, and the recipient is taxed whether 
he elects the medium of cash or stock. 
Until the matter has been clarified, it will 
be best for a corporation, which believes 
that the majority of its shareholders will 
select stock, to follow the older formula and 
declare an unconditional cash dividend, at- 
taching thereto the right to apply such to 
the purchase of stock; for there exists the 
possibility that in such a situation the pro- 
portionate interests of the shareholders 


would not be sufficiently altered to justify 
regarding the distribution as taxable to the 
recipients where a mere option was offered. 
Whether the corporation adopts the older 
form of declaring an outright cash dividend, 
or creates an option under the terms of the 
1936 Act, it is equally important that the 
shareholders be given an actual and bona 
fide opportunity to secure the cash or other 
taxable medium. 

With regard to distributions in liquida- 
tion, the Act provides: 

In the case of amounts distributed in liquidation 
the part of such distribution which is properly 
chargeable to the earnings or shag accumulated 
after February 28, 1913, shall, tor the purposes of 
computing the dividends paid credit under this sec- 
tion, be treated as a taxable dividend paid. 

The definition of amounts properly charge- 
able to earnings and surplus does not 


present great difficulty. More troublesome | 


is the attempt on the part of the Regula- 
tions to confine the scope of this section 
to cases where under Section 115(c) the 
amounts distributed in liquidation are treated 
as received in payment for the stock, and 
under Section 112 of the Act, the gain or 
loss from such exchange, if any, is recog- 
nized. By this interpretation the dividends 
paid credit is made to apply only to cases 
where the transferee in liquidation is im- 
mediately taxable in the event the trans- 
action results in a gain to him. Such an 
interpretation would exclude from the divi- 
dends paid credit many corporate reorganiza- 
tions and such expedients as the liquidation 
of subsidiaries in parent companies. As- 
suming that the Regulations correctly 
interpret the law, and that a corporation 
possessing undistributed earnings for the 
current year liquidates into the parent com- 
pany, the further problem is presented as 
to whether the parent company is liable 
for the undistributed profits tax upon the 
earnings of the subsidiary, which retain 
their character as such in the transferee’s 
hands. It would seem that, in as much as 
the transfer does not constitute income to 
the transferee the latter would not come 
within the provisions of the surtax. Under 
this interpretation, however, a transferor 
which had not distributed its earnings in 
advance of the transaction would be com- 
pelled to pay a tax. The harshness of this 
ruling is partially ameliorated by the fur- 
ther ruling that, subject to the approval of 
the Commissioner a transferor and trans- 
feree corporation may agree to allocate 
a portion of the dividends subsequently 
paid by the latter in the taxable year to 
the former’s use in computing dividends 
paid credit. This ruling, however, is a 
gratuitous undertaking on the part of the 
Department, and in view of the dubious 
state of the Treasury interpretations, as 
well as of the discretion in the Commis- 
sioner’s hands, it would seem only prudent 
for the corporate taxpayer to place little 
reliance upon the obtaining of such an 
allocation, but rather to protect itself by 
making distributions in advance of liquida- 
tion. 

A dividend, for the purposes of the Act, 
is defined as “any distribution made by a 
corporation to its shareholders, whether 
in money or in other property, out of its 
earnings or profits accumulated after Feb- 
ruary 25, 1913, or out of the earnings and 
profits of the taxable year (computed as 
of the close of the taxable year without 
diminution by reason of any distributions 
made during the taxable year) without 
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regard to the amount of the earnings and 
profits at the time the distribution was 
made.” No dividends paid credit is allow- 
able for any distribution which is not “pro 
rata, equal in amount, and with no prefer- 
ence to any share of stock as compared 
with other shares of the same class.” 


The dividends paid credit is to apply 
only to such parts of a distribution as are 
taxable in the hands of the shareholders 
“for the period in which the distribution 
is made.” Further provisions forbid use 
of the accrual method in computing divi- 
dends paid credits. Credits are based, not 
upon the medium in which the dividend is 
declared, but upon that in which it is 
actually “paid.” 





THE FEDERAL REVENUE ACT 
OF 1936 


David Cohen and Albert B. Gerber, Editors, 
University of Pennsylvania Law Review 


85 University of Pennsylvania Law Review, 
November, 1936, p. 83-108 


The major purpose of the Federal Rev- 
enue Act of 1936 is to prevent tax avoidance 
by those whose income is subject to the 
higher individual surtaxes. The Act is also 
intended to remove certain inequities pres- 
ent under the former tax laws. The pro- 
ponents of the Act believed that by taxing 
the undistributed portion of the net income 
of corporations they were destroying the 
pre-existing differences between the taxa- 
tion of corporate and non-corporate busi- 
nesses. The Act is aimed at another 





inequality: the differences in the taxation 
of large-income and small-income share- 
holders caused by the imposition of flat 
rates on corporations. The Act may do 
much to remedy this disparity by bringing 
about a greater distribution of earnings. 
But if the Act does not produce this result 





it will not only leave extant the inequality 
between large-income and small-income 
shareholders but will actually enhance them. 


The provisions dealing with the tax on 
individuals remain much the same except 
that dividends, previously subjected only 
to individual surtax, are now subjected to 
the normal tax as well. The importance 
of this change is increased by the fact that 
the Act will result in a greater release of 
dividends, 


Taxes upon corporate income now exist 
in two forms: (1) the normal tax on cor- 
porations, and (2) the surtax on that por- 
tion of net income which the corporation 
does not distribute. The normal tax is 
based on the sum found by subtracting 
from the net income the total of the follow- 
ing: (1) interest on obligations of the 
United States and its instrumentalities, and 
(2) eighty-five per cent of the amount 
received as dividends from a domestic cor- 
poration subject to taxation under the Act. 


The surtax upon that portion of the net 
income which the corporation does not 
distribute provides the novel feature of 
the Act. In order to compute the amount 
of this tax, two figures must be determined: 
(1) the adjusted net income—obtained by 
subtracting from the net income the sum 
of the normal tax paid and the interest 
upon obligations of the United States or 
its instrumentalities; (2) the undistributed 
net income—obtained by determining the 
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adjusted net income and subtracting from 
it the sum of distributed dividends which 
are taxable in the hands of the stockholder, 
and the amount which the corporation has 
not contracted to pay out in dividends or 
the amount which the corporation has con- 
tracted to set aside for the payment of 
debts. 


An important feature of the surtax is the 
provision whereby corporations receive 
credit, that is, an amount which they may 
subtract from the sum which they would 
ordinarily use as the basis for calculating 
their undistributed profits tax, for those 
amounts which cannot be distributed with- 
out violating a provision of a written con- 
tract executed prior to May 1, 1936 or, 
depending upon which is greater, the amount 
which under a similar contract the corpora- 
tion is either required to pay out in the 
discharge of debts or to irrevocably set 
aside for that purpose within the taxable 
year, provided that the latter credit be 
limited to the amount actually paid or set 
aside. The Treasury Department has ruled 
that the charter of a corporation does not 
constitute a written contract within the 
meaning of the Section. The Treasury 
Regulations also provide that contracts for 
the retirement of bonds or for the main- 
tenance of sinking funds are not within 
the section, although a contract requiring 
a corporation to set aside a portion of its 
earnings to retire mortgage bonds is with- 
in the section. Such a distinction is un- 
justifiable. Finally, there is a provision 
designed to lower the surtax on corpora- 
tions of small income. The section reads: 


“If the adjusted net income is less than 
$50,000, there shall be allowed a specific 
credit equal to the portion of the adjusted 
net income which is in excess of ten per 
centum of the adjusted net income and not 
in excess of $5,000.” 

The Treasury Regulations have inter- 
preted this section as follows: “This specific 
credit is an amount equal to the excess of 
$5,000 or the total undistributed net income, 
whichever is less, over ten per cent of 
the adjusted net income and is to be de- 
ducted from the undistributed net income 
before computing the surtax.”’ This means 
that under the Treasury Regulations the 
specific credit is either the undistributed 
net income or $5,000, whichever is less, 
minus ten per cent of the adjusted net 
income. Under this interpretation the 
specific credit can never be more than 
$4,500. 

One of the major arguments of those 
who opposed the taxation of undistributed 
income was that it discriminated in favor 
of the old, established, and well-to-do cor- 
poration which had accumulated ample 
reserves over a long period of time, and 
which could, therefore, dip into the accum- 
ulated surplus and make distributions with- 
out financial difficulty, thereby escaping the 
surtax imposed by Section 14; whereas a 
corporation that had barely managed to 
survive the depression and had no surplus 
would have to retain, in its rebuilding 
process, a large amount of the net income 
of each year upon which there would be 
the heavy surtax. Under any system of 
law a corporation with ample reserves is 
always in a more advantageous position 
than a corporation which has no surplus 
or is in debt. The corporation which finds 
itself in the position where it must retain 
a portion of its net income can take ad- 












































































































































































































































































































































































































































































































































vantage of Section 27(e) and issue some 
form of taxable stock dividend. However, 
there may be instances where the issuance 
of share dividends will not be feasible or 
desirable. 
in such a situation might have been lessened 
considerably by exemption of twenty-five 
per cent of the undistributed net income 
from the surtax. 


principle of taxation embodied 
present Act urged that the Act would com- 
pel the distribution of profits each year 
thus creating a situation in which corpora- 
tions would not have sufficient reserves 
to carry them through unforseen circum- 


usual economic crises. 





THE TAX MAGAZINE 


The inequity caused by the Act 


The conservative opposition to the new 
in the 


stances caused by floods and fires or un- 
As to floods and 
fires, the answer is increased insurance. 
The corporations will probably use the 
funds that they would ordinarily keep as 
reserves for unusual conditions to purchase 
insurance. As to the point that the tax will 


not leave sufficient reserves to tide corpo- 


rations through future depressions, the 


value of huge corporate surpluses is debat- 


able, since they tend to be used in a manner 
not totally beneficial to society and as a 
result are often a direct cause of the 


depressions they are purportedly designed 


to withstand. 


It is questionable whether the act has 
prejudiced the creditor class. On the whole, 
although the Act may cause a change in 
the method of financing long-term loans, 
it is debatable whether the change will 
be harmful; the likelihood is that in the 
long run the change will be neither ma- 
terially better nor worse. Whether the 
taxation of undistributed corporate profits 
will result in the encouragement or dis- 
couragement of monopolies is unpredictable. 
Inasmuch as the growth of monopolies was 
not hindered by the previous revenue acts, 
a fairly safe conclusion is that the new Act 
will do no more than leave the situation 
as it was formerly. 


A strong argument against the Act was 
that it would accentuate the business cycle. 
The basis of this argument lies in the 
assumption that corporations will be forced 
to pay out dividends in times of large earn- 
ings and thus will have no surplus or 
reserves with which to continue dividends 
during times of depression. Opposed to 
this is the equally valid argument that the 
Act will aid in flattening the curves of the 
business cycle if it succeeds in forcing dis- 
tribution of dividends during years of 
prosperity. There is little probability that 
the tax will be shifted to consumers or 
to labor. 


The Act would seem to be constitutional 
as being within the taxation power of 
Congress, since the Act is on its face a 
revenue measure, rather than a measure 
intended to compel corporations to distrib- 
ute their earnings. 


As to what will constitute a taxable 
dividend, if other than cash is distributed, 
there was considerable doubt until the 
recent case of Koshland v. Helvering, 56 Sup. 
Ct. 767. In Etsner v. Macomber, 252 U. S. 
189, it had been held that a common share- 
holder who received a stock dividend of 
common shares realized no income but had 
merely received two pieces of paper which 
did not change his proportionate interest 
in the corporation. The Supreme Court in 
Koshland v. Helvering held that common 





shares awarded as stock dividends to hold- 


ers of preferred shares constituted income 
because the shareholders’ interest in the 
corporation was proportionately different 
after the stock dividend than before, and 
said that it had for a long time attempted 
to inform everyone that the case of Eisner 
v. Macomber was to be limited strictly to 
its facts. 
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Thus far, the Supreme Court has decided: 


(1) common shares awarded to common 
shareholders as dividends do not constitute 
income; but (2) shares of Corporation B 
issued as a dividend to shareholders of 
Corporation A, (3) shares of a reorgan- 
ized corporation distributed to the share- 
holders of the old corporation in exchange 
for or in addition to the shares already 
owned, and (4) common shares issued as 
dividends to holders of preferred shares, 
are all income to the shareholders. 
still exist, however, many problems which 
as yet have not been adjudicated by the 
court. 
corporations desiring to take advantage of 
Section 27 of the Act by distributing stock 
dividends taxable in the hands of the share- 
holders in order to reduce the corporate 
surtax are the Treasury Regulations deal- 
ing with this phase of the law. 
seem that both preferred stock and treasury 
shares when distributed as dividends will 
constitute taxable 
holder. 


There 


As to these, the only guides for 


It would 


income to the share- 


The 1936 Treasury Regulations provide 


that if the shareholder has the right to an 
election between a cash or stock dividend 
and chooses the stock, the stock dividend 
is realized income even though it would 
not have been so considered had there been 
no alternative offer of cash. Under the 
Regulation, this would be so even if all the 
shareholders accepted stock. 
difficulty is caused by the statement in the 
Treasury Regulations that even if the elec- 
tion is exercised or exercisable by the 
shareholders before the dividend declara- 
tion, the corporate distribution is taxable. 
It is not readily conceivable how a share- 
holder may have a real election if there has 
been as yet no dividerd declaration. Until 
then the shareholder has no right to any 
money or shares. 
must come after that declaration. 


A further 


Any election he makes 
If, be- 
fore there is any corporate declaration, the 


shareholders band together and decide that 
all, or a substantial majority, of them will 


take shares of stock, it would seem that 
the following “option” offered by the divi- 
dend declaration is but a fiction, and one 
through which the court should look. On 
this basis, the broad terms of the Treasury 
Regulation may very likely be held invalid. 


TAXATION OF UNDISTRIBUTED 
CORPORATE PROFITS 


John B. Martin, Jr., Member of the District 
of Columbia Bar 


35 Michigan Law Review, November, 1936, 
p. 44-72 


The legislation proposed by President 
Roosevelt in his message of March 3, 1936, 
to prevent automatic avoidance of taxation 
by non-distribution of corporate profits, 
does not represent a new and previously 
unheard of system of taxation. It embraces, 
on the contrary, the gist of proposals made 
by various individuals and organizations 
extending back as far as the year 1864 when 
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Congress passed a Revenue Act providing 
that “gains and profits of all companies, 
whether incorporated or partnership 

shall be included in estimating the annual 
gains, profits, or income of any person 
entitled to the same, whether divided or 
otherwise.” The Revenue Acts since 1913 
have also attempted to deal with the closely 
related problem of purposeful evasion of 
surtax by the accumulation of surplus be- 
yond the reasonable needs of the business. 


The first method employed by Congress 
to prevent the accumulation of surplus and 
evasion of taxation disregarded the corpo- 
rate entity and sought to tax the individual 
for his pro rata share in the corporate 
income, whether distributed or not, as 
though it had been distributed, where the 
corporation was formed or availed of for 
the purpose of evading taxation through 
accumulation of gains and profits. This 
approach to the problem was retained until 
1921 when a change in principle was made 
whereby a penalty tax was assessed against 
the corporation. In the 1934 Act this was 
made applicable where the corporation is 
formed or employed for the purpose of 
preventing the imposition of the surtax 
upon its shareholders or upon those of any 
other corporation through the device of 
allowing gains and profits to accumulate 
instead of being distributed. The fact that 
gains or profits are allowed to accumulate 
beyond the reasonable needs of the cor- 
poration is made prima facie evidence of 
purpose to avoid the surtax. This has been 
interpreted as not preventing ordinary busi- 
ness expansion. Included in reasonable 
needs of the business are adequate working 
capital, reasonable additions to the plant, 
and additions to the sinking fund for bond 
retirement. A purpose to avoid the surtax 
is difficult to show either directly or by 
the prima facie presumption arising from 
accumulation beyond the reasonable needs 
of the business. What is reasonable may 
depend upon dozens of factors. 


The problems of proof involved in Sec- 
tion 102 of the Revenue Act led in 1934 
to the enactment of Section 351 dealing 
with personal holding companies. This 
section defines a personal holding company 
in terms of sources of income and stock 
ownership. It levies a surtax upon the 
undistributed adjusted net income of such 
companies independent of any questions 
of reasonable needs of the business or pur- 
pose to avoid the surtax. 


Though operating companies may come 
under the specific definition of Section 351 
if they have investments, the return on 
which equals eighty per cent of gross an- 
nual income, the section is primarily aimed 
at holding rather than operating companies. 
Furthermore, Section 102, while applicable 
to operating companies, has not been en- 
forced against them. These facts have a 
special meaning in their indication that the 
economic and legal effects of Sections 102 
and 351 in their present form cannot be 
regarded as comparable to the effects which 
may be expected under the Revenue Act 
of 1936. The former sections in practice 
have affected only holding companies. The 
surtax on undistributed profits in the Rev- 
enue Act of 1936 is in addition to these 
sections and purports to affect all operating 
companies with certain specified exceptions. 


Although the Revenue Act of 1936 may 
ye expected with reasonable certainty to 
raise revenue, since either the corporation 


or the stockholder will pay additional taxes, 
it cannot be predicted with any certainty 
that corporations will or will not distribute 
more dividends. 
the opponents of the Act that it will be 
impossible to accumulate surplus does not 
carry much weight. 
ing forty per cent of a $100,000 income 
will pay approximately eighteen and one- 
half per cent on its total net income. State- 
ments of Treasury officials in defense of 
the new Act lay stress primarily upon the 
amount of liquid assets held by the corpo- 
rations of the country. 
objected to is the accumulation by cor- 
porations of large amounts of liquid assets 
in the form of cash, bank deposits, and 
security investments. 
does not aim at these items alone but at 
additions to surplus generally. 
highly important because the addition to 
liquid assets resulting from the earnings of 
a year’s operations will almost invariably 
be different from the figure for earnings 
transferred to surplus. To tax additions to 
surplus as though they were liquid means 
that the corporation whose liquid capital 
has not been increased by earnings must 
borrow, draw down its cash reserves, if 
any, or liquidate some part of its plant, 
equipment, or inventory to pay dividends 
to avoid taxes, or it must pay taxes be- 
cause of failure to pay sufficient dividends. 
That liquid assets largely in excess of the 
needs of the business are undesirable is 
a possible though not proven economic 
hypothesis. 
if the aim is to do away with these accum- 
ulations, the method is not well adapted 
to the end, including as it does in its 
penalty, all additions to surplus from earnings. 
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The argument urged by 


A corporation retain- 


What is really 


The Act, however, 


This is 


Assuming its proof, however, 


It is contended by the government that 
the Act will be a check on the severity of 


booms and depressions in that it will be 


a brake on excessive expansion, lessen 


speculation, and maintain purchasing power 
because money will be distributed to stock- 
holders. 


The arguments are based upon 
a tacit assumption that distribution to 
stockholders will probably occur. The 
argument that our productive capacity has 
been over expanded and that this was due 
to the accumulation of corporate surpluses 
is of doubtful validity. 


That corporation cash reserves did con- 
tribute in some degree to the rise of stock 
prices through the device of brokers’ loans 
is no doubt true, but any argument that 
these were solely or even primarily re- 
sponsible must meet the fact that in 1929, 
in addition to corporate savings of between 
two and three billions there were individual 
savings of some thirteen billion dollars 
available to force security prices upward. 
The view that earnings, retained by the 
corporation and appearing on its books as 
an addition to surplus at the end of the 
year, are withdrawn from the industrial 
economy and represent lost or delayed pur- 
chasing power is also doubtful economic 
theory. A large part of such surplus is 
spent in production and in maintaining 
plant and equipment. Nor can it be said 
that such portion of annual earnings as 
consists of cash and bank deposits is 
stagnant. Some part of these funds per- 
forms the very necessary economic function 
of a coverage for contingencies and im- 
mediate expenses. The part not so required 
give support as bank deposits to the ex- 
pansion of commercial loans. The econ- 
omic advantages urged in favor of the Act, 


therefore, do not appear to withstand close 
examination. 


accumulated reserves are available to pre- 
vent depressions from being so severe in 
that they allow the maintenance of some 
dividends and of employment which would 
not otherwise exist. 
there is some merit if it be assumed that 
the undistributed profits tax will prevent 
the accumulation of surplus. 
sumption be made, the national corporate 
structure may suffer to the extent that 
smaller corporate surpluses might mean 
more quickly impaired capital in time of 
depression with a consequent restriction 
on dividends, and perhaps a lessened abil- 
ity to obtain credit. Corporate surplus may 
be almost entirely represented by plant 
and equipment rather than cash, and the 
mere fact that a corporation has piled up 
on its books a large surplus item does 
not mean that it will have liquid resources 
on which to draw in time of depression. 
Thus, while a surplus in some instances 
may 
capital, the existence of a surplus on the 
corporation’s books is no guarantee that 
the corporation will survive even a mild 
depression. 
opponents of the Act that without a surplus 
a corporation must die in time of depres- 
sion, leaving it to be implied that with a 
surplus it would survive. 
argued that the existence of a surplus 
means necessarily greater employment in 
depressed periods. 


the Act injure the ability of the small cor- 
poration to finance its needs and so injure 


of the question both because of the expense 


difficulty for securities of small corpora- 


other hand, it is urged by the Treasury 


kets. 


















It has been urged to the contrary that 
































To this contention 
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prevent the actual impairment of 



































It cannot be fairly said by 
































Nor can it be 



































Much has been said on the question of 
hardship on the small corporation. Will 


























its owners? It must be agreed that for 
the small corporation to attempt to finance 
itself through the security markets is out 
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that the difficulty of obtaining finances for 
small corporations will not be increased 
even though the present Act should force 
distribution of earnings and even though 
resort cannot be had to the security mar- 
It is contended that the one excep- 
tion will be the case where stockholders, 
receiving dividends, refuse to reinvest such 
funds as are needed by the company, and 
since the stockholders are the owners of 
the company, if they refuse to reinvest, 
it can be no cause for complaint by anyone. 
One objection, however, may be made to 
the government’s position with regard to 
the way in which corporations should re- 
finance, which applies to both large and 
small corporations. If the act leads to the 
retention by corporations of the same 
amounts as have been withheld from divi- 
dends in the past, plus enough to cover 
the new tax, corporate financing will con- 
tinue as in the past to come largely from 
additions to surplus. Upon the alternative 
assumption, however, that the Act will 
result in greater dividend distributions, the 
sale of additional stocks and bonds as a 
means of financing corporate needs may 
decrease the stability of the corporate 
structure as a whole. 

Under the Revenue Act of 1936 the ex- 
isting normal tax on corporate income is 
retained, although the rate schedule is 
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altered in favor of corporations having 
smaller incomes. Dividends received by 
a corporation from other corporations are 
treated as a credit against net income in- 
stead of a deduction from gross income 
and are free from tax only to the extent 
of eighty-five per cent as compared with 
ninety per cent in the 1935 Act. A new 


corporate tax a surtax upon such part of 


certain specified corporations. Corporations 
are allowed a credit in figuring their un- 
distributed net income for such amount of 
earnings as cannot be distributed without 
violating a provision in a written contract 
made prior to May 1, 1936, expressly deal- 
ing with the payment of dividends, or for 
amounts required by similar contracts to 
be paid in discharge of a debt in the tax- 


section levies in addition to the normal | 


net income as is undistributed, exempting | 
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within the taxable year for the discharge |a violation of the uniformity clause of the 


of a debt, if these amounts have been so 
paid or set aside. This leaves untouched 
the problem arising where a corporation 
has earnings for a particular year but a 
capital deficit which under existing state 
laws prevents it from paying dividends. 
The section in the 1934 Revenue Act deal- 
ing with corporations improperly accumu- 
lating surplus remains unchanged in its 
fundamental form in the Revenue Act of 
1936. An additional schedule of rates is 
provided for corporations subject to the 
surtax on undistributed profits. 


There appears to be no reason to doubt 





the constitutionality of Section 14 of the 
| Revenue Act of 1936 imposing a graduated 
|tax upon the undistributed earnings of cor- 
|porations. The tax is not so extreme as to 


Constitution nor of the Fifth Amendment. 
There does not appear to be any unreason- 
able or arbitrary classification. A tax upon 
undistributed profits is merely a tax upon 
net income as figured in the past with 
some additional deductions, the amount of 
which will be determined by each corpora- 
tion. That the tax is graduated upwards 
as the corporations choose to distribute 
less to stockholders, and that the tax may 
be different for two corporations whose 
net income would be the same if this dis- 
tribution or failure to distribute were not 
taken into account, does not make the tax 
invalid. It cannot be shown that the tax 
is not a true tax but rather an attempted 
regulation, and the courts will adopt the 
interpretation sustaining the constitutionality 


able year, or to be irrevocably set aside 






















































| be confiscatory and a graduated tax is not | of the legislation. 





Rulings of the Bureau of 
Internal Revenue 


Capital Stock Tax.—The accrual date for capital stock 
taxes for each of the years ending June 30, 1935, June 30, 
1936, and June 30, 1937, is the beginning of such capital 
stock tax year (that is, July 1, 1934, July 1, 1935, and 
July 1, 1936, respectively), if the corporation was engaged 
in business on those dates—G. C. M. 17340, XV-49-8417 
tp. 3}. 

Consolidated Returns of Railroad Corporations.—W here 
a consolidated return is made under section 141 of the 
Revenue Act of 1936 by an affiliated group of railroad 
corporations for the purpose of the tax imposed by Section 
13 of that Act, the return will be the basis for the imposi- 
tion of the surtax on undistributed profits under Section 14 
of the Act.—I. T. 3018, X V-47-8394 (p. 2). 

Deductions from Gross Income: Expenses.—The cost of 
transportation of dependents of officers and enlisted men 
of the Coast Guard which is paid by the Government con- 
stitutes taxable income to such officers and enlisted men, 
and no deduction therefor is allowable in computing net 
income.—I. T. 3022, X V-49-8415 (p. 2). 

Where an automobile is used partly for pleasure and 
partly for business, the premium paid for liability insur- 
ance should be apportioned and that part of the premium 
attributable to business may be deducted as a business 
expense for Federal income tax purposes.—I. T. 3015, 
XV-46-8386 (p. 2). 

Contributions made by employers under the Indiana Un- 
employment Compensation Act constitute ordinary and 
necessary business expenses which are deductible, for Fed- 
eral income tax purposes, in the return for the taxable 
vear in which they are paid or accrued.—I. T. 3013, 
XV-46-8384 (p. 1). 

Sweden does not satisfy the equivalent exemption re- 
quirements of Sections 212(b) and 231(e) of the Revenue 
Act of 1936.—I. T. 3024, X V-49-8418 (p. 6). 


Deductions from Gross Income—State Taxes: 


Colorado 


Real and personal property taxes in the State of Colo- 
rado accrue on April 1 of each year for Federal income 
tax purposes.—I. T. 3021, X V-48-8408 (p. 4). 





Maryland 


Deductibility for Federal income tax purposes of taxes 
imposed by the State of Maryland under the provisions 
of Chapter 10, Acts of the Special Session of the General 
Assembly, 1936, effective from April 1, 1936, to March 31, 
1937, inclusive, with respect to beer, distilled spirits, admis- 
sions, and toilet articles and cosmetics.—I. T. 3019, X V-48- 
8406 (p. 2). 





New Jersey 
The tax imposed on motor fuels by the State of New 
Jersey under chapter 319 of the laws of 1935 is deductible 





as a tax in the Federal income tax return of the consumer 
who pays it and to whom it is not refunded. If, however, 
the tax is added to or made a part of the business expenses 
of the consumer, it is not deductible by him separately as 
a tax.—I. T. 3023, X V-49-8416 (p. 3). 


Hedging Transactions.—Hedging transactions are es- 
sentially to be regarded as insurance rather than a dealing 
in capital assets within the comprehension of Section 117 
of the Revenue Act of 1934. Regardless of accounting or 
inventory methods in use, provisions pertaining to capital 
gains and losses govern gains or losses on futures contracts 
which are speculative. Futures contracts representing true 
hedges against price fluctuations in spot goods are not 
speculative transactions, though not concurrent with spot 
transactions. Futures contracts which are not hedges 
against spot transactions are speculative unless they are 
hedges against concurrent futures or forward sales or 


purchases.—G. C. M. 17322, XV-46-8387 (p. 2). 


Individual Returns.—Under Section 169 of the Civil Code 
of California, 1931, the earnings of the wife, when living 
separate from her husband, are her separate property and 
as such must be reported in her separate return.—lI. T. 3017, 
XV-47-8393 (p. 2). 

Manufacturers’ Excise Taxes: Sales of Oil for Nonlubri- 
cating Purposes.—In respect of all such sales, manufac- 
turers, producers, and dealers must pay the tax due under 
the law unless they have personal knowledge or indisputable 
proof that the oil is intended for a nonlubricating use, 
especially where sales are made in consumers’ containers. 

This ruling is restricted in its application to sales of 
lubricating oil for nonlubricating purposes and is not to 
be taken as a precedent in considering the taxable status 
of the sale of any other taxable product.—S. T. 849, X V-49- 
8421 (p. 14). 


Stamp Tax.—The transfer by a broker to his customer of 
a stock dividend issued in the name of the broker in respect 
of stock belonging to the customer is subject to stamp tax. 


—S. T. 850, X V-49-8422 (p. 16). 


Social Security Act Tax: 


Agricultural Labor.—It is held that employees who render 
services for persons engaged in raising wild animals for 
furs are not performing “agricultural labor” within the 
meaning of that term as used in Sections 811(b)1, Title 
VIII, and 907(c)1, Title IX, of the Social Security Act, 
and Articles 6 and 206 of Regulations 91 and 90, respec- 
tively. Such services are not, therefore, exempt from the 
provisions of the Act.—S. S. T. 55, XV-49-8423 (p. 17). 


Workmen’s Compensation Bene fits—Indiana 


The benefits paid to an employee under the provisions 
of the Workmen’s Compensation Act of the State of Indiana 
are not remuneration for employment and, therefore, are 
not wages within the meaning of Section 907(b) of the 
Social Security Act. Such benefits are not subject to the 
taxing provisions of Title IX of that Act. 

Subdivision (b) of Article 209, Regulations 90, provides 
that payment ta an employee of so-called dismissal wages, 


(Continued on page 58) 
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PENDING 


ALABAMA 


Second Special Session.—The Legisla- 
ture convened in Second Special Session 
on November 23, 1936. Action on pending 
bills and new introductions include: 


Alcoholic Beverages.—S. B. No. 23 pro- 
vides for the modification of the Alabama 
prohibition laws. 

H. B. No. 20 legalizes and regulates the 
manufacture sale and possession of alcohol 
and levies taxes on same. 


Business Licenses.—S. B. No. 19, amends 
Sched. 146, Sec. 348, Revenue Act of 1935, 
relating to peddlers. Passed Senate Decem- 
ber 15, 1936. 


H. B. No. 9, levies a tax of 2 cents on 
every written instrument issued for the 
purpose of withdrawing money from any 
bank or financial institution. 


H. B. No. 14 regulates and imposes a 
license tax on barber colleges. 

H. B. No. 40 amends Schedule 12, Sec. 
348, Revenue Act of 1935, relating to auto- 
mobile dealers. 






Jurisdiction 











Piatics 


STSTESTAX LEGISLATION 





UNDER the above heading, report will 
be made of the introduction of and 
action taken on state tax legislation of 
importance to business interests. This 
section will be confined to pending bills 
in state legislatures, and the final report 
will be that of enactment, designated by a 
bold-faced star [%]. This feature is made 
possible through the facilities of the 
Commerce Clearing House Legislative 
Reporting Department, which furnishes a 
twenty-four hour reporting service on all 
subjects for all states. Copies of the text 
of any bill reported may be obtained for a 
service charge of one dollar per bill. 





H. B. No. 45 regulates the business of 
selling used motor vehicles. Passed House 
Dec. 15, 1936. 

H. B. No. 46 amends Sched. 12, Sec. 348, 
Revenue Act of 1935, relating to the 
licensing of automobile dealers. 

H. B. No. 70 amends Sched. 154, Sec. 348, 
Revenue Act of 1935, relating to license 





1936 Sessions of State Legislatures 
Convened Adjourned Jurisdiction 





























taxes on vending machines. Passed House 


Dec. 15, 1936. 


H. B. No. 75 amends Sched. 7, Sec. 348, 
Revenue Act of 1935, relating to the license 
tax on firearm dealers. 

H. B. No. 77 regulates and licenses the 
business of cleaning, dyeing and pressing. 

H. B. No. 108 provides for and regulates 
the issuance and dissolution of an injunc- 
tion for failure to pay in full as due all 
municipal privilege license or excise tax 
and to provide remedies for collecting the 
same. 

H. B. No. 117 provides for a license tax 
on farm products. 

H. B. No. 134 exempts war veterans from 
the payment of business and occupational 
license taxes. 

H. B. No. 144 amends Sched. 76, Ch. 1, 
Art. 13, Revenue Act of 1935, relating to 
the license tax on ice factories. 

H. B. No. 159 amends Sched. 133, Sec. 
348, Revenue Act of 1935, relating to license 
taxes on carnivals. 

H. B. No. 175 repeals the cosmetology 
bill. 


Convened Adjourned 
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Chain Store Tax.—H. Bb. No. 72 amends 
Sched. 155.7, Revenue Act of 1935, relative 
to the definition of chain stores. 


Constitutional Amendments.—S. B. No. 
25 proposes a constitutional amendment to 
provide that all income and State taxes 
except unemployment compensation funds 
be paid into the general fund. 

H. B. No. 113 provides for a constitu- 


tional amendment to permit the imposition | 


of a poll tax. 


Corporation Permits—S. B. No. 11 
amends Ch. 2, Art. 9, Revenue Act of 1935, 
relating to corporation permits. 


Franchise Tax.—s. I}. No. 7 amends Sec. 
322 of Art. 9, Revenue Act 1935, relating 
to the remittance and disposition of the 
franchise tax. Passed Senate Dec. 15, 1936. 


Gross Receipts (Sales) Tax.—yH. B. | 


4 


No. 30 imposes a 144% gross receipts tax 
on corporations and others operating one 
or more retail stores or retail mercantile 
establishments and places of amusement. 
The tax is due on the 20th of each month. 
Effective January 1, 1937. Approved Dec. 
17, 1936. 

Income Tax.—H. B. No. 111 amends Sec. 
345.4(a)(9) of the Revenue Act of 1935 re- 
lating to the income tax. 

H. 1. No. 13 proposes an amendment to 
the Constitution authorizing the levy of a 
tax on net income and to authorize the 
levy of a surtax. 

Motor Vehicles.—S. 
Sec. 10 and adds Sec. 
vehicle law. 


B. No. 
14 to 


21 
the 


amends 
motor 


S. B. No. 53 amends Sec. 2 of the motor | 


vehicle registration law relating to vehicle 
license tags. 


H. B. No. 21 amends the motor vehicle 
registration law. Passed House Dec. 15, | 
1936. 

H. B. No. 42 amends Schedule 158.5, 
Revenue Act of 1935, relating to motor 


truck licenses 

H. B. No. 52 amends Sched. 158.3, Reve- 
nue Act of 1935, relating to the taxation 
of common carriers. 


H. B. No. 61 amends Sec. 3 of the motor | 
vehicle registration law so as to require | 


motor vehicles to carry tags on front and 
rear. Passed Tlouse Dec. 15, 1936. 

H. B. No. 84 amends Sched. 158.3, Sec. 
348, Revenue Act of 1935, relating to the 
license tax on taxicabs. 

H. B. No. 85 adds Sched. 158% to the 
Revenue Act of 1935, relating to license 
taxes on motor trucks. 

H. B. No. 94 amends Schedule 158.14, 
Sec. 348, Revenue Act of 1935, relating to 
motor vehicle license tags. 

H. B. No. 146 amends Sched. 158.1 of 
the General Revenue Act of 1935, relating 
to license fees on private automobiles. 

H. B. Nos. 167, 168 amends Sched. 158.21, 
158.22, relating to the tax motor car- 


Oli 
riers. 

Property Taxes.—S. 1. No. 16 sets up in 
the State Treasury a property tax relief 
fund and provides for its distribution. 

S. B. Nos. 34, 36 amends Sec. 3022 of 
the Alabama Code 1923, relating to tax 
exemptions. 

S. B. No. 37 provides for the exemption 
from ad valorem taxation of the property 
of all incompetent veterans to the extent 
of $1000. 

H. B. No. 18 defines homesteads and 
exempts such homesteads from taxation. 


Passed Hlouse Wee. 15, 1936. | 
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H. B. No. 22 sets up in the State Treasury 
a Property Tax Relief Fund and provides 
| for its distribution. 


Code 1923, relating to the exemption of 
forests from taxation. 

H. B. Nos. 129, 130 exempt lands in the 
purchase of which any municipality has 
invested money. 

H. B. No. 135 amends Sec. 47 of the 
General Revenue Act of 1935, relative to 
ithe assessment of real estate for taxation. 

H. B. No. 136 amends Sec. 291 of the 

Revenue Act of 1935, relating to the sale 
| of real estate for taxes. 





Securities Tax.—H. B. No. 34 amends 
| Secs. 338, 344 of the Revenue Act of 1935, 
| relating to the tax on securities. 


Telephone Privilege Tax.—H. B. No. 87, 
amends Sec. 145, Revenue Act of 1935, re- 
lating to the privilege tax on telephone 
Passed House Dec. 15, 1936. 


| Tobacco Tax.—H. B. No. 43 amends Sec. 
| 


| e 
| business. 


1 of Schedule 159, Revenue Act of 1935 
relating to the tobacco tax. 


CONNECTICUT 


First Special Session.—The Legislature 
convened in Special Session on November 
15, 1936 and adjourned sine die December 
9, 1936 at 5:30 P. M. The following tax 


laws were enacted: 

% Old Age Assistance Tax.—S. B. No. 8 
|extends the time for filing old age assist- 
lance tax lists in New Haven. Approved 
December 9, 1936. 


DELAWARE 


First Special Session.—A Special Ses- 
sion of the Legislature was called to 
|convene on December 28 for the sole pur- 
pose of considering unemployment insur- 
ance legislation. 


ILLINOIS 
Second 
December 10, 
following enactments re- 


Second Special Session.—The 
|Special Session adjourned 
| 1936, after the 
| lating to taxes: 


*%Gross Receipts Tax on Utilities — 
H. B. No. 94, Laws Second Special Session, 
1935-1936, amends the gross receipts tax to 
|extend the temporary 1% rate from Janu- 
lary 1, 1937, to April 30, 1937, making the 
| total rate 3%. Approved Dec. 11, 1936. 


H. B. No. 93, Laws Second Special Session, 
| 1935-1936, amends the sales tax to extend 
the temporary 1% rate from January 1, 
1937, to April 30, 1937, making the total 
rate 3%. Approved Dec. 11, 1936. 


IOWA 


First Special Session—The Legislature 
convened in special session December 21, 
1936, for the consideration of social security 
legislation. No tax legislation is expected. 





MICHIGAN 


* Retailers’ Occupation (Sales) Tax.— | 








First Special Session.—The legislature | 


convened in special session, December 21, 
| 1936, for the purpose of enacting unemploy- 
|ment insurance legislation. 


| compensation, adjourned December 16, 19306. 


January, 1937 






MINNESOTA 
Second Special Session.—The Legislatur: 


, | convened in a second special session Dec- 
H. B. No. 97 amends Sec. 992, Alabama | 


ember 17, 1936, for the consideration of 
social security legislation. No tax measurcs 
have been introduced. 


MISSISSIPPI 


Second Special Session.—The Legislature 
convened in Second Special Session on 
Noveinber 23, 1936, and adjourned on Dec- 
ember. 4, 1936. The following tax laws 
were enacted: 


Gasoline and Oil Tax.—yH. B. No. 17 
amends Sec. 5, Ch. 162, Laws 1936, I, 
excluding from the definition of oil, crude 
oil and banker oil used solely for the 
generation of steam. Approved December 
4, 1936. 


Oil Tax.— eH. B. No. 14 exempts muni- 
cipalities to the extent of 34 cent per gal 
lon from the payment of the excise tax 


on oil purchased outside the State. Ap- 
proved Dec. 4, 1936. 
Property Taxes— S. B. No. 5 au- 


thorizes the Board of Supervisors to in- 
crease the county-wide tax for school 
purposes. Approved December 12, 1936. 

¥%S. B. No. 16 relates to the collection 
of delinquent taxes in the Yazoo Mississipyi 
Delta Levee District. Approved Decembe: 
4, 1936. 

*H. B. No. 5 authorizes the Board of 
Supervisors to increase the county-wide 


tax for school purposes. Approved Dec. 4, 
1936. 


* H. B. No. 18 exempts from ad valorem 
taxes structures used in operation of new 
industries of sugar plant, woven hose, rul- 
ber products, china, plumbing, and papcr 
boxes. Approved Dec. 4, 1936. 


MAINE 


Special Session.—A Special Session «! 
the Maine Legislature convened on Dei 
ember 16, 1936, and adjourned Decembe: 
19, 1936. No tax legislation was enacted. 


MARYLAND 


The Second Special Session which convened 
December 8, 1936, adjourned December 12, 
1936. An unemployment compensation act 
was the only law passed. 


NEW JERSEY 


Special Session.—A Special Session of 
the New Jersey Legislature convened on 
December 21, 1936 for the purpose of en- 
acting an unemployment insurance law 
No tax legislation is expected to be en 
acted. 


NEW MEXICO 


Special Session.—A Special Session of 
the New Mexico Legislature convened on 
December 14, 1936, and adjourned on J)c- 
cember 15, 1936. No tax legislation was 
enacted. 


NORTH CAROLINA 


First Special Session—The Legislatur: 
which met on December 10, 1936, for thi 


| sole purpose of considering unemployment 
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OHIO 


First Special Session—The following 
additional bills have been introduced in 
the Special Session convened September 
18, 1935: 

Admissions Tax.—H. B. No. 699 ' extends 
the admissions tax indefinitely. 

Cigarette Tax.—H. B. No. 695’ makes the 
present cigarette tax permanent. 

Delinquent Taxes.—H. B. No. 696° re- 
peals the law requiring that all delinquent 
taxes collected be used for relief. 

H. B. No. 702 allows a discount for 
prompt payment of delinquent taxes. 

S. B. No. 474 extends the five year per- 
mission to pay delinquent taxes without 
penalty. Passed the Senate December 10, 
1936. 

Liquid Fuel Tax.—H. B. No. 697° extends 
the one cent liquid fuel tax indefinitely. 

Sales Tax.—H. B. No. 694° reenacts the 
existing sales tax indefinitely. 

Use Tax.—H. B. No. 698' 
use of tax indefinitely. 


extends the 


OKLAHOMA 


Special Session.—A Special Session of 
the Oklahoma Legislature convened on 
November 24, 1936. The following bills 
have been introduced. 

Motor Vehicles.—H. B. No. 15 establishes 
a state motor vehicle department and re- 
quires driver's licenses. 

Property Taxes.—S. B. No. 8 extends 
the time of payment of 1935 and prior 
taxes until July 1937. Passed Senate Dec- 
ember 10, 1936. 

S. B. No. 10 extends the time for pay- 
ment of 1935 and prior taxes to June, 1937. 

S. B. No. 20 provides for redemption of 
real estate sold to the county for delinquent 
taxes. Passed Senate, December 18, 1936. 

H. J. R. No. 1 provides for a constitu- 
tional amendment limiting ad valorem levies 
to 12 mills. 





Significant Decisions of the 


Board of Tax Appeals 


H. J. R. No. 3 memorializes Congress to 
make taxable restricted Indian land. 
H. B. No. 2 amends the law on home- 


stead exemptions so to make it more ef- | 


fective. 

H. B. No. 3 provides for passage of 
enabling legislation of newly adopted con- 
stitutional amendment and also for home- 
stead exemption. Passed House December 
11, 1936. 

H. B. No. 12 extends until August 10, 
1937 the time for payment of 1936 ad valorem 
taxes. Passed House December 11, 1936. 

H. B. No. 13 extends the time of pay- 
ment of 1933, 1934 and 1935 ad valorem 
taxes until December, 1937. 

H. B. No. 22 relates to homestead ex- 
emptions. 


PENNSYLVANIA 


Second Special Session.—The Legislature 
convened in a Second Special Session De- 
cember 1, 1936 and adjourned December 5, 


| 1936. Social Security legislation was con- 


sidered, but no tax measures were enacted. 


RHODE ISLAND 
First Special Session.—The Legislature 


| convened in Special Session on December 


8, 1936 and adjourned sine die December 9, 
1936 at 12:15 A. M. The following tax 
laws were enacted: 


Estate Tax.—H. B. No. 521 amends 


| Sections 16 and 33 of Chapter 39 of the 


General Laws, requiring wills to state the 
manner of payment of estate, inheritance, 
legacy taxes out of principal and not out 
of income. Approved December 10, 1936. 

% Property Taxes—H. B. No. 522 pro- 
poses a constitutional amendment exempt- 
ing from taxation homesteads up to $3,000. 
No signature or approval date required. 


SOUTH DAKOTA 
First Special Session— The Legislature 





convened in Special Session on December 





PENDING STATE TAX LEGISLATION 45 





21, 1936, for the purpose of considering the 
subject of unemployment insurance. No 
tax bills have been introduced. 


TENNESSEE 


Second Special Session.—The Legislature 
which convened in Special Session Decem- 
ber 16, 1936 adjourned December 19. The 
only subject considered was unemploy- 
ment compensation. 


VERMONT 


Second Special Session.—The Vermont 
Legislature was called into its Second 
Special Session of the year for December 
21, 1936 for the purpose of enacting on 
unemployment compensation act. 


VIRGINIA 


Special Session—A Special Session of 
the Virginia Legislature convened on Dec- 
ember 14, 1936. he following bills have 
been introduced. 

Licenses.—H. B. No. 8 amends Sec. 22, 
Game, Inland Fish and Dog Code, relating 
to licenses to hunt, trap and fish. Passed 
| both houses, December 18, 1936. 

Property Taxes.—S. B. No. 2 amends 
Sec. 72, Tax Code, relating to the taxation 
of bonds, certificates of indebtedness and 
other obligations of state educational insti- 
tutions. Passed both houses, December 18, 
1936. 

H. B. No. 22 amends Sec. 344, Tax Code, 
relating to boards of equalization of real 
estate assessments. Passed both houses, 


December 18, 1936. 


WEST VIRGINIA 


Second Special Session.—The Legislature 
convened in a Second Special Session Dec- 
ember 14, 1936 and adjourned December 
16, 1936. The session was for the con- 
sideration of social security legislation and 





no tax measures were enacted. 








ferred payments thus received.—Roy H. Laird v. Commis- 
sioner, Dec. 9522 [CCH]; Docket 79760. 


Deductions: Depreciation.—For the period from the date 

















































































































































































































































































































Deductions: Depletion.—(1) Income from an oil and gas 
lease obtained by petitioner in 1931 and 1932 from the State 
of California is not exempt from tax. 

(2) Petitioner, after obtaining the above-mentioned lease, 
entered into an agreement with an oil company whereby 
it was to develop and operate the lease at its own expense, 
and it was to receive therefor two-thirds of the proceeds 
from the sale of oil and gas. It is held that the develop- 
ment and operation of the lease was the enterprise of the 
oil company and that petitioner may not include in her 
vross income for the purpose of computing her depletion 
allowance any portion of the proceeds received by the oil 
company in accordance with the agreement.—Caroline C. 
Spalding v. Commissioner, Dec. 9530 [CCH]; Dockets 76262, 
77218. 


Depletion is allowed only as to amount of deferred pay- 
ments received in 1931 where assignment of leases is for 
a cash consideration plus reservation of interest in oil 
produced. Upon assignment of Texas oil leases for cash 
and certain deferred payments to be made out of oil if 
and when produced from the property covered by the 
leases assigned, the vendor is not entitled to percentage 
depletion as to the cash received, as such payment, uncon- 
nected with production of oil, is to be dealt with as repre- 
senting a conversion of capital by sale; but thervendor is 
entitled to the percentage depletion deduction on the de- 





‘ Passed by House December 17, 1936, and passed by Senate Decem- 
ber 22, 1936. 


of decedent’s death on November 18, 1930, to the date of 
the trust instrument, during which time petitioner owned 
a life estate in one-half of the dower lands, it is held that 
petitioner is entitled to the agreed deduction for deprecia- 
tion on the property of which she was such life tenant; 
it is held further that for the taxable periods subsequent 
to the date of the trust instrument on July 16, 1931, peti- 
tioner is entitled to one-half of the total agreed deduction 
for depreciation on the basis of the trust income allocable 
to her, since the instrument creating the trust provided that 
one-half of the net operating income, computed without 
regard to depreciation or obsolescence as such, should be 
distributed to her.—Annie Louise Van Aken v. Commissioner, 
Dec. 9532 [CCH]; Docket 79334. 


Deductions: Losses.—Deduction for loss on Kreuger & 
Toll American certificates is allowed for taxable year 1932, 
the securities having become worthless during that year. 
Where bankruptcy occurred in 1932, sale or attempted sale 
is not necessary as further evidence of worthlessness.— 
ae" Ridgway v. Commissioner, Dec. 9528 [CCH]; Docket 
77666. 


No deductible loss was sustained in 1931 upon the ex- 
piration of a contract originating in 1925.—A corporation 
which in 1925 issued shares for the assignment of a dis- 
tributing agency contract running for one year, and there- 


(Continued on page 58) 
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Extracts from tax calendars in the Corporation Tax Service published by Commerce Clearing House, Inc. 


ALABAMA 





February 1 ; . 
Corporation Permit.—Every domestic and foreign 
corporation is required to file an application for 
a corporation permit with and pay a license or 
privilege tax to the State Tax Commission on 

or before February Ist annually. 


Foreign Corporations.—On or before the first day 
of February of every year, foreign corporations 
are required to pay to the State Tax Commis- 
sion a fee for a permit to do business. 


Public Utilities—All railroads, street railroads, 
suburban railroads, and every sleeping car, ex- 
press, telegraph, telephone, gas, water, electric 
light or power, hydro-electric power, steam heat, 
refrigerated air, dockage, cranage, toll road, 
toll ferry, toll bridge, railroad equipment and 
navigation company shall pay their inspection 
fees to the Public Service Commission on or 
before this date. 


In the event that the amount of inspection fees 
payable by any utility for any year cannot be 
ascertained on or before February Ist of each 
year such utility shall, in any event, pay the 
minimum supervision and inspection fee and in 
addition such part of any additional supervision 
and inspection fees as may be ascertainable on 
or before the date of default. When any further 
additional amount can be ascertained the same 
shall be paid within 30 days. 

Supervision and inspection fees of public utili- 
ties shall be in default on or after February Ist 
of each year, if not paid prior to that date. 


Third Monday 
Property taxes—having failed to procure on 
verbal or written demand from any delinquent 
his list of taxable property before this date, 
the assessor shall ascertain from inquiry or 
otherwise the property and other subjects of 
taxation upon which person is liable to be 
taxed. 


Property taxes—whenever the tax assessor knows 
or learns of any property, real or personal, sub- 
ject to taxation in his county, the owner of 
which he does not know, and which is not 
embraced in any tax return made to him prior 
to this date, he shall make an arbitrary assess- 
ment of the property. 

Feb. 20 

Coal and 
tax due. 

Gasoline tax—monthly report and tax due. 

Lubricating oils tax—monthly report and tax due. 

February 28 arn . 

Chain Stores.—If application for a chain store 
license is not made and a renewal license issued 
on or before the last day of February the former 
license shall lapse and become null and void. 








iron ore mining—monthly report and 





ARIZONA 





February 1 


Assessment date for telephone and telegraph com- 


pany property taxes. 


February 5 , 
Alcoholic beverage licensee’s report due. 





February 15—— 
Gasoline distributor’s and consignee’s reports and 
taxes due. | 
Gross income tax report and payment due. | 
Motor vehicle carrier report and tax due. 
Sixty days after 3rd Monday of December 
Distraint for unpaid private car line taxes. 
February 20 . 
Gross income tax delinquent. : 
Motor vehicle carrier report and tax delinquent. 
February 25 : 
Motor fuel carrier’s report and any tax due. 

















ARKANSAS 
February 1 

Annual sales tax report and remittance for De- 
cember due unless taxpayer’s annual return 
is based on fiscal year for which another date 
has been aientael. 

On or before this date each year the Arkansas 
Corporation Commission or any officer whose 
duty it is to receive franchise tax reports shall 
file with the Governor a certified list of all cor- 
porations both domestic and foreign which have 
not filed an annual franchise tax report for three 
years immediately preceding. 

The Arkansas Corporation Commission shall issue 
to corporations on or before the first day of 
February of each year suitable blanks for carry- 
ing out the purpose of income tax act. 

February 10 

Fur dealers are required to file a verified inventory 
showing the number and kind of pelt held 
on February 10 and the location thereof. 

February 15 

Monthly sales tax reports and tax remittance due 
for preceding calendar month. 

Third Monday 

Property taxes are payable at any time between 
the third Monday in February and the third 
Monday in October of the year next succeeding. 
A penalty of 10 per cent is added for delinquency. 














CALIFORNIA 





February 1 
Gasoline tax due; distributors required to make 
physical inventory. 
Motor vehicle registration and license fees reduced 
to 11/12 of annual rate. 
Reports of manufacturers, freezers and processors 
of milk due. 
Second half of petroleum and natural gas severance 
taxes delinquent. 
February 5 
Fish packers’ monthly report due. 
February 10 
Alcoholic beverages (manufacturers and importers) 











monthly report and tax due. 
Cattle transporters’ monthly report due. 
—— mule or burro transporter’s monthly report 
ue. 
Kelp monthly report due. 
Kelp privilege tax due. 
Petroleum and natural gas companies’ monthly 
| reports due. 


46 


February 15 
Gasoline distributors’ return due. 
Last day to file suit to recover back petroleum 
and natural gas severance taxes. 
Personal Income Tax—information at source re- 
turns due. 
February 20 
Railroad company annual reports to Secretary of 
State due. 
February 28 
Day upon which the corporate powers, rights and 
privileges of domestic corporations shall be sus- 
pended and the right of foreign corporations to 
do intrastate business shall be forfeited for failure 
to pay the franchise tax for preceding year in 
the case of corporations using the calendar year 
for their fiscal year. 
Imitation dairy products monthly report due. 
Slaughter house monthly report due. 











COLORADO 
February ; 

Employment agencies must file a report with the 

deputy state labor commissioner monthly. 
February 10——— ’ 

Class A private carriers must file a report and 
pay tax for preceding month, on or before this 
date. 

Motor vehicle carriers must file a report and pay 
tax for the preceding month, on or before this 
date. 

February 15 

Coal mine owners’ report due on this date. 

Retail sales tax return and tax due. 

Use tax return due. 

February 20 - 

Class A private carriers notified of tax due, on 
or before this date. 

Motor vehicle carriers notified of tax due, on or 
before this date. 

February 25 

Coal mine owners’ royalty tax due on or before 
this date. 

Gasoline distributors’ statement to state oil in- 
spector due on or before this date. 


Gasoline tax due on or before this date. 


Report of motor fuel deliveries made during the 
preceding month required of all common carriers 
on or before this date. 

Feb.—Last Day. 

Chain store tax license lapses unless new license 
issued by this date. 

First half of annual property tax due and payable. 

















CONNECTICUT 
February 1 
Alcoholic beverages gross receipts tax, quarterly 
return and payment due. 
~ ¥ to Board of Relief due on first business 
ay of February or at any adjourned meeting 
within 20 days. 
Gasoline tax due from distributors. 
Old age assistance tax due. 
February 10 
Theatre reports due. 
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February 15 A 
Annual reports due February 15 or August 15. 
Gasoline distributors’ reports due. 

February 28 


Cigarette distributor’s monthly (inventory) report 
due. 





DELAWARE 
February 1 
Last day to post assessment in New Castle County. 
Monthly alcoholic beverage report due. 
February 15 
Assessment period in Kent County ends. 
Gasoline filling station report due. 
Last day to file alcoholic beverage report. 
Last day to post assessment in Sussex County. 
Sussex County Board of Assessment will sit and 
hear appeals until March 1. 
February 28 
Gasoline tax report and tax due. 
Operators’ and chauffeurs’ licenses expire. 











DISTRICT OF COLUMBIA 





February 1 . ; 
Annual report of electric companies to Congress 
due on or before this date. 


Annual report of gas companies to Congress due 
on or before this date. 


Annual reports of street railroad companies to 
Congress due on or before this date. 

Balance sheets of all public utilities to be filed 
with Public Utilities Commission on or before 
this date. 

February 10 

Alcoholic beverage statements due. 

February 28 : 

Monthly gasoline tax report and tax due. 








FLORIDA 
February 10 : 
Gasoline inspection fees and reports due. 
Lime kiln reports and fees due. 
February 15 : 
Chain Store monthly reports and gross receipts 
taxes due. 
Gasoline sales and storage reports and taxes due. 
February 28 
Auto transportation company mileage tax reports 
due. 
Fresh water fish dealers’ reports due. 


Last day to secure 1 per cent discount on property 
taxes. 











GEORGIA 





February 1 . 
Application and fee for chauffeur’s license due. 
General property tax returns due. 

Motor vehicle registration renewable. 

February 2— ’ 
Motor vehicle registration delinquent. 

February 5 : ‘ 
Dealers and distributors of oysters and shrimp 

reports due. 

February 20 
Gasoline reports and taxes due. 

February 28 
Motor carriers’ monthly report due. 














IDAHO 
February 10 
3eer excise tax report due. 


Monthly report of dealers in dairy products sub- 
stitutes due. 


February 15. 


Electric light and power companies’ report and 
kilowatt tax due. 


Gasoline dealers’ report and tax due. 


Report and license tax of electric generating com- 
panies due. 
Retail sales tax and return due. 
Last Day 


If application for renewal of chain store tax license 
is not filed, former license becomes null and void. 











ILLINOIS 





February 1 
Cook County second installment of real estate 


taxes, for the year 1935, delinquent on February 
i, 1957. 


February 5 


Cold storage warehouse monthly report of food 
held in storage due. 


February 10 


Fur dealer’s report of business transacted in Janu- 
ary due. 











STATE TAX CALENDAR 


February 15 
Alcoholic beverage tax return of manufacturers 
and iraporting distributors due between Ist and 
15th of each month. 
a products inspection fees for December 
ue. 
Retailers’ occupation (sales) tax reports and taxes 
due. 
February 20 -o, : 
Last day for distributor of motor vehicle fuel 
to make monthly return and to pay tax. 

Last day for non-distributors to file monthly motor 
vehicle fuel report and pay tax. 

Last day for registered brokers to make return of 
sales of motor fuel. 

February 28 ’ ’ 

Annual franchise tax report of, all corporations 
due prior to March 1, after which date penalties 
accrue. ; 

Last day for carriers to file monthly report of 
motor vehicle fuel deliveries. 











INDIANA 

February 1 

Chain store license fees delinquent. 
Employment agency reports due. 


Foreign finance company reports and license fees 
due. 


Semi-monthly payment of excise taxes on malt 
products and alcoholic beverages due. 
February 10—— | ; 
Petroleum oils inspection fees due. 
February 15 
Bank and trust company reports due. 
Common carriers’ gasoline reports due. 
Gross income tax information returns due. 
Imitation condensed milk tax due. 
Semi-monthly payment of excise taxes on malt 
products and alcoholic beverages due. 
February 20—— —_ 
Bank and trust company taxes and building and 
loan association reports and taxes due. 
February 25 
Gasoline dealers’ reports and taxes due. 














IOWA 
February 1 
Annual corporation report.—Any domestic cor- 
poration may, prior to the first day of Feb- 
ruary, escape the payment of the annual fee 
and penalty by dissolving the corporation and 
filing with the Secretary of State a proof of 
publication of notice of dissolution. 


Annual corporation report.—If the annual report 
is not filed and the annual fee paid, together 
with penalties due, on or before the last day of 
January, on the first day of February following, 
notice of such delinquency will be filed with the 
Attorney General, who may cause action to be 
brought for the collection of the fees and 
penalties. 


Annual corporation report.—On the first day of 
February following date of notice, all foreign 
corporations that have not made their annual 
report and paid their annual fee to the Secretary 
of State shall forfeit their right to do business 
in Iowa. 


Coal mine operators file annual report with the 
mine inspector of the district where the mine 
is located on or before this date. 


Common carriers of passengers (railroads, street 
railways and sleeping car companies) on or be- 
fore this date each year file statement with 
executive council of free pass beneficiaries. 


Express companies must annually file property tax 
return with State Board of Assessment and 
Review between this date and March 1. 


Freight line and equipment companies pay prop- 
erty tax to State Treasurer annually on or before 
this date. 

February 15 

Electric light and power, gas, pipe line, electric 
railway, elevated street railway and water com- 
panies—State Board of Assessment and Review 
certifies to county auditor the valuations fixed 
for assessment upon all such property in each 
taxing district. Taxpayer has right to ask for 
review of its assessment by State Board within 
10 days after date the assessment is certified to 
county auditor. 

February 28 

Express companies file annual financial report with 
Board of Railroad Commissioners on or before 
this date. 

Express companies shall annually between first day 
of February and first day of March make out 


and deliver property tax return to State Board 
of. Assessment and Review. 
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KANSAS 





February 1 - ; 
Authority of county boards to correct clerical 
errors in preceding assessment expires. 
Motor vehicle registration fees payable. 
February 10— 
Oil inspection reports due. 
February 15— 
Motor carrier 
attaches. 
February 25 
Gasoline reports and taxes due. 








reports and fees due and lien 





KENTUCKY 





February 1— : ; 

Business license tax of insurance, title and abstract 
companies due. 

Franchise tax report due. 

February 5—— 
Employment agency reports due. 

February 10 : 
Breweries and manufacturers of beer and wine 


po monthly report and pay barrel tax on this 
ate. 


Monthly alcoholic beverage report of hotels, res- 
taurants, and clubs due. 
Monthly excise tax report of blenders and rectifiers 
of distilled spirits and excise tax due. 
Refinery monthly report due. 
February 15-—— 
Motor carrier mileage tax due. 
Motor carrier operators’ reports due. 
February 20—— 
Crude petroleum transporters’ monthly report due. 
Oil production tax due. 
February 28—— 
Gasoline reports 
taxes due. 





(except refinery reports) and 


LOUISIANA 
February 1 

Annual report of domestic corporation due. 

Chain store tax report due. 

Public utility license tax due. 

The Board of Assessors of the Parish of Orleans 
reviews real property assessments for 15 days 
from this date. 

February 5 

Wholesale fish dealers’ report due. 

February 6 

Application and payment for motor vehicle regis- 

tration must be made before this date. 
February 10 

Oyster severance tax report due. 

Parish gasoline tax reports and tax due. 

Reports and tax on imported kerosene due. 

Reports of imported alcoholic beverages due. 

Reports of imported gasoline due. 

Returns from shrimp freighters and ice boats due. 

Shrimp severance tax report and tax due. 

February 14 

Dairy products quarterly report and taxes delin- 

quent. 
February 15 

Carriers’ report 
ported due. 

Carriers’ report of gasoline transported due. 

February 20 

Alcoholic beverage tax reports and taxes due. 

Gasoline tax report and taxes due. 

Kerosene tax report and taxes due. 




















of alcoholic beverages trans- 





MAINE 
February 1—— 
Gasoline tax due. 
Small loan agency monthly reports due. 
February 10 
Inspection fees for packing of food due. 
February 15 
Gasoline tax sales report due. 
February 28—— 
Unrenewed drug store and apothecary licenses void. 








MARYLAND 





February 1 
Licenses to fish in Chesapeake Bay with pound 
nets, fykes, seines, etc., expire. 
February 5. 
Last day to file cold storage warehouse monthly 
report. 
Last day to file monthly account of leaf tobacco 
sales on or through Baltimore market. 
February 10 
Last day to file monthly statement or declaration 
of insurance brokers, agents or solicitors. 


Last day to make return and pay distilled spirits 
tax. 


Last day to pay admissions tax. 
























































































































February 15—— 


February 28——— 


February 1—— 


February 10-—— 


February 15 


February 10—— 


February 15 


February 1 


Q 
a) 


Milk control fees due. 


Last day to file beer tax report and pay tax on | 
beer sold during preceding month. | 
Last day to file dealer’s report and pay tax on 
gasoline sold or used during next preceding | 
calendar month. } 
Last day to pay cosmetics tax. 


MASSACHUSETTS 
of 


of amount 
land due. 


Return 
forest 





wood and timber cut from 


| 
| 
. . | 
Alcoholic beverage excise tax return and tax due. | 
Cold storage warehouse reports due. 

Motor fuel distributors’ return and tax due. 


| 
MICHIGAN 


February 1—— 


Severance tax and reports due. 
February 5—— 
Gasoline—common carrier’s statement due. 
Common and contract carriers’ monthly report 

due. 
Fur dealers—last day to make monthly report. 


Monthly sales tax and return due. 


Returns of public utilities paying speeific taxes 
must be filed by this date. 
February 20 
Gasoline.—Wholesale distributors’ statement and 


tax due. 
Severance tax and reports delinquent. 


MINNESOTA 





County auditor files list of delinquent real estate. 
Gross earnings report of express, freight line, sleep- 
ing car and telephone companies due. 

Iron severance royalty tax report due. 
Semi-annual car report of freight line companies 
due. 
February 5 
Cold storage warehouse reports due. 


February 10—— 





Liquor reports of wholesalers, brewers and dis 
tillers due. 
Live stock commission merchants’ statement due. | 





February 15 
Gasoline tax and fees due. 


Interstate carriers truck mile tax and report due. 


Last day to file application and pay taxes for | 


motor vehicle registration. 
Oil inspection fees due. 
Semi-annual gross earnings report of railroads due. 
February 20—— 
Common carriers’ liquor reports due. 


MISSISSIPPI 

February 1—— . 

A taxpayer may pay all of his property taxes for 
the fiscal year on or before this date. 

Admission (amusement) tax and report is 
between the Ist and 10th of each month. 

All taxes levied for county and district and munici- 
pal bonds shall be paid on or before this date 
except where a county, district or municipality 


due 


has by order authorized such taxes to be paid | 


in installments. 


Any person electing to pay the taxes levied and | 


assessed against him in installments shall be re- 
quired to pay, in addition to the amount of 
taxes unpaid after February 1, interest thereon 
at the rate of 1% of 1 per cent per month. 

Interest at 6 per cent per annum, computed from 
February 1st of the year in which back taxes 
should have been paid, is added to such back 
taxes upon collection thereof. 


On or before this date the collector shall mail to 
each privilege taxpayer holding an annual license 
and whose license will expire in March, a notice 
thereof and a renewal blank. 

One-half of all ad valorem taxes, except ad valorem 
taxes levied for county or district or municipal 
bonds, shall be due on or before the first day of 
February next succeeding the date of the assess- 


ment. 
Oyster packers and canners file sworn statement 
on this date as to the number of barrels of 


oysters purchased and caught during the pre- 
ceding month. 


| February 10 


THE TAX MAGAZINE 


Oyster, sea food, etc., monthly inspection tax is 


due on this date. 


The owner of any motor vehicle operated for hire 
in any city or town in this State, shall on or 


before this date register said vehicle. 


Where the state tax collector discovers that any 
person, corporation, property, business, occupa- 


tion or calling 


has escaped taxation for the 


previous calendar year, by reason of not being 
assessed, he shall give notice to the tax assessor 


of such fact, after this date. 
February 5 





Wholesale oyster and sea food dealers file monthly 


report on this date. 








Admission (amusement) tax and report is due | 


between Ist and 10th of each month. 


| 
~ A e . | 
Every dealer in motor vehicles must file a monthly | 


report with the tax collector on this date. 


Motor vehicle monthly mileage tax reports are due 


on or before this date. 
February 15—-— 


February 25 


After February 15 the tax collector advertises for | 
sale all lands in his county on which the taxes 
have not been paid, said sale to be held on 


the first Monday of April. 


Rurial associations file annual report with the State | 


Board of Embalmers on or before this date. 


Common carriers must file monthly report on this 


date of gasoline and oil delivered by them. 


Distributors and wholesale dealers of gasoline file 
monthly report and pay monthly tax on this date. 


Monthly gross sales tax and report due on this | 


date. 


Retail dealers in gasoline file monthly report on | 


this date. 


February 28—— 
A license issued to 
this date. 


MISSOURI 





February 10 
Private car property tax returns delinquent. 
February 15 





_ valorem tax returns due. 
Sales tax monthly return due. 
February 25 
Gasoline tax : 
| ports of gasoline 
statements due. 
| Last Wednesday 
| State Board of Equalization meets. 
| February 28—— 
Soft drink report due. 





received due; 








MONTANA 
February 1 
Chain store tax, notice of delinquency. 





Commissioner of Insurance. 
Motor vehicle dealers’ 
apply for. 


tion for. 
laxidermists’ reports are due. 


February 10 





| reports are due. 

Milk or cream buying stations, reports due. 
February 15 
Alcoholic beverages, brewers and 

monthly report and excise tax due. 





State Board 
date. 


of 


date with State 
of Equalization. 
February 20—— 
Oil producers’ additional license tax 
tax due. 


Last Day 


Treasurer and State 


report 





Public warehousemen’s reports are due. 


NEBRASKA 
February 1 





lected by distress and sale. 


Control Commission between the 


manufactured and sold during the 


month. | : 5 ; 
Motor vehicle registrations become delinquent. 


prece 





an insurance agent expires on 


Gasoline statement of distributors and dealers 
due. 
Kansas City property tax and merchants’ 


ad | 


due; distributors’ and dealers’ re- 
transporters’ 


Motor club service statement is required to be 
filed annually on or before this date with the | 


Motor vehicle registration, last day to file applica- 


wholesalers’ 


Dealers’ monthly gasoline tax and report due to 
Equalization on or before this | 


Railroads and common carriers file monthly report 


of gasoline delivered in state on or before this 
Board 


and 


Chain store licenses become null and void unless 
applications for renewals are made by these dates. 





February 5 


February 10 


February 15 


February 1 


February 1 


February 10 


February 15 








registration, last day to| 


Creameries, butter, cheese, or ice cream factories’ | 


Delinquent taxes of car companies may be col- | 


Manufacturers and distributors of alcoholic liquor | 

at wholesale must make a return with the Liquor 
first and fif- | 
teenth of each month showing amount of liquor | 
ing 


| February 5— 


February 10 


February 15 


February 28 
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Reports of public grain warehouses due. 





Employment agencies’ reports due. 
Railroad monthly reports of passes due. 





Gasoline carriers’ reports due. 

Gasoline dealers’ reports and taxes due. 

Insurance agents’ statements due. 

— and taxes of retail imitation butter dealers 
ue. 


NEVADA 





Insurance agents’ and brokers’ licenses expire. 
Motor vehicle registration delinquent. 
Petroleum products report and fees due. 





Gasoline (motor vehicle fuel) dealer’s and user's 
reports and taxes due. 


NEW HAMPSHIRE 





Gasoline distributor’s monthly tax due. 





Monthly beverage report and fee of on-sale and 
off-sale permittees due. 

Monthly report of agents of unlicensed fire insur- 
ance companies due. 

Monthly report of foreign manufacturers and whole. 
salers of beverages due. 


Monthly report of manufacturers and wholesalers 
of beverages due. 





Monthly report of gasoline distributors due. 


NEW JERSEY 


February 1—— 


Electric light, heat and power, gas, pipe line, tele- 
graph, telephone and water companies file annual 
statement, for gross receipts tax purposes, on or 
before this date. 


Electric light, heat and power, gas, pipe line, 
telegraph, telephone and water companies pay 
gross receipts tax at the same time as _ otlier 
taxes are due and payable in the particular tax- 
ing district. 

On or before this date distributors pay gasoline 
tax. 

On or before this date, in the year next following 
the acquisition by an electric light, heat and 
power, gas, pipe line, telegraph, telephone or 
water company, of the rights, property or fran- 
chises of another corporation, a report is filed 
showing the gross receipts from Jan. 1, of the 
year in which such acquisition was made, to 
the date of such acquisition, of the company 
whose rights, property and franchises have been 
thus acquired. 

Pawnbrokers must 
date. 


Persons engaged in small loan business must file 
report on or before this date. 

Street railway companies file annual 
for gross receipts tax purposes, on 
this date. 

Street railway companies pay gross receipts tax 
at the same time as other taxes are payable 
in the particular taxing district. 

The first quarter installment of general property 
tax is due and delinquent. 


file report on or before this 


statement, 
or before 


First Tuesday—— 


On or before the first Tuesday in February annual 
license fee (franchise tax) returns are required 
to be filed with the State Tax Commissionet 





Cold storage warehouses file report. 





Operators of interstate busses file monthly state: 
ment on or before this date. 

Operators of motor busses, within the limits of 
a “municipality,” file a statement and pay the 
gross receipts tax on or before this date. 





Manufacturers, distributors, transporters, storers, 
warehousemen and importers of alcoholic bever- 
ages reports due. 





Distributors of motor vehicle fuel file monthly 
reports on or before this (last business day of 
month) date. 

Transporters of gasoline must, within 30 days 
after the close of each month, furnish a state- 


ment to the State Tax Commissioner, of all 
deliveries to points within or without New 
Jersey. 
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NEW MEXICO 
February 1 
Mineral property tax returns due. 
First Monday 
Pipe line, railroad, telegraph, telephone and gas 
transmission company property tax returns due. 
February 10 
Oil and gas severance tax reports due. 
February 15 : 
Gross income (occupational) taxes 
due. 
Third Monday- 
Railroad rolling stock property tax returns due. 
February 20— 
Motor carrier reports and taxes due. 
Pipe line license fees due. 
February 25 ; 
Gasoline distributors, retail dealers’ taxes and 
reports due, taxes and reports on gasoline pur- 


chased from unlicensed distributors and dealers 
due, carriers’ reports due. 














and reports 











NEW YORK 
February 1 : 

Last day for payment of taxes levied by county 
boards of supervisors on or before December 15 
preceding (some exceptions). 

Lien date for shell-fish grounds tax. 

Two per cent tax on premiums received due by 
agents of Foreign Fire Insurance Companies, 
except in Buffalo and New York City. 

Water, Gas, Electric or Steam Heating, Lighting 
and Power Companies must file quarterly report 
and pay tax. 

February 5 

Cold storage warehouse monthly report due. 

February 10 

Last day to pay first half of property 

in Nassau County without penalty. 
February 15 i : 

Certificate of non-residence and claims for personal 
exemption for withholding purposes due. 

Last day to pay Buffalo (Erie County) property 
taxes without penalty. : A 

Report of information and withholding at source 
and payment of tax withheld due. 

Transportation and Transmission Companies liable 
for additional tax must file quarterly report and 
pay tax. 

‘Two per cent tax on gross premiums and deposits 
received in State of New York due by certain 
Foreign Mutual Fire Insurance Companies. 

February 25 ; , oe 

Last day to file New York City Public Utility 

Excise Tax monthly return and pay tax. 
February 28 
Reports of water, gas, electric or steam heating, 


lighting and power companies and tax due for 
the quarter. 











taxes 











NORTH CAROLINA 





February 1 ’ , 
County taxes on property are delinquent (for pre- 
ceding year). 
Face value of property taxes due. 
February 2 
Penalty of 1 per cent accrues on property taxes. 
February 10—— 
Alcoholic beverage excise tax is due on or before 
the 10th day of each month. 
Ice cream manufacturers’ reports due. 
February 15 
Gross sales return and tax due on or before this 
date where sales are reported on a monthly basis. 
February 20 
Gasoline tax and report due. 











NORTH DAKOTA 





February 1 - 
Oil inspection reports and fees due. 
Tractor fuel oil report and fee due. 

February 10 
Grain warehouse reports delinquent. 
Oil inspection fees delinquent. 
Tractor fuel oil fees delinquent. 

February 15 
Gasoline reports and taxes due. 


Interstate motor carriers’ mileage report and taxes 
due. 


Railroad and telephone company reports to county 
auditors due. 


February 20 
Surety liable on oil dealers’ bonds. 
February 28 


Cream station and dairy monthly reports due. 
Grain warehouse reports due. 

















STATE TAX CALENDAR 





OHIO 
February 5 : 
Last day for employment agencies to file monthly 
report. 


February 10—— 
Admissions tax reports and payments due. 
Alcoholic beverage tax reports due. 


Last day for payment of third installment of real 
property and public utility, real and tangible 
personal property taxes, if paid in ten install- 
ments. 

February 15 


Monthly report of unregistered dealers in motor 
vehicle fuel due. 


Penalty of 10 per cent attaches to unpaid portion 
of first half of real estate taxes, though penalty 
might attach earlier if auditor and treasurer 
settle prior to this date. 

Property tax returns, together with one-half of the 
personal property taxes of taxpayers making re- 
turns to the county auditors, due between 
February 15 and March 31. 

February 20 

Last day without penalty for dealer to report sales 
or taxable use of motor vehicle fuel during 
preceding calendar month. 

Private motor carriers’ monthly report and emer- 
gency tax due. 

February 28 


Gasoline tax for preceding calendar month due. 
Last day to file monthly fishing report. 











OKLAHOMA 





February 1 
Copy of railroads’ annual report to stockholders 
must be filed with Corporation Commission. 

Excise tax on petroleum report and tax due. 

Gross production tax and report on oil and gas 
due. 
February 5 

Reports from mines (other than coal) due. 

February 10—— 

Fur dealers’ licenses expire. 

Report and tax of wholesalers of non-intoxicating 
alcoholic beverages due. 

Report of manufacturers of non-intoxicating alco- 
holic beverages due. 

February 15 
Gas pipe line reports of daily meter readings due. 
Gasoline taxes and reports due. 

Mileage report and tax of motor vehicle carriers 
due. 

Returns of “information at the source” for the 
calendar year 1934 for income tax purposes due 
on or before February 15, 1935. 

February 20 
Monthly sales tax and report due. 


Reports from coal mines due. 


Last Day 
Fur dealers’ 














reports due. 


OREGON 
February 1—— 
Motor club service financial statement is filed 
on or before this date with the insurance 


commissioner. | 
Special motor carriers’ 
February 10—— 
Oil well license tax and report due on or before 
this date to county treasurer. 
February 15 
Fish poundage fee and report and meat dealers’ 
report due on or before this date. 


Gasoline tax and report due to Secretary of State 
on or before this date. 
Returns of information at the source are required 
on or before this date of all corporations having 
10 or more of such income returns. 
February 20 
Alcoholic beverage excise tax and report due. 
Motor carrier’s tax due on or before this date. 


monthly fee due. 











PENNSYLVANIA 
February 1 
— alcohol distillers capital stock tax report 
ue. 


Semi-annual report of public utilities and motor 
carriers for gross receipts tax due. 

Undertakers’ licenses expire on this date and 
should be renewed during the preceding month. 

February 10 

Amusement tax monthly reports and tax payments 
due. | 

Liquor importers’ 
nue due. 


Malt beverage tax reports to Department of Reve- 
nue due. 





reports to Department of Reve- 


| February 15 
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Annual returns of banks or savings institutions 
having capital stock, and title insurance or trust 
companies due. 

Liquor manufacturers’ reports and taxes to De- 
partment of Revenue due. 
Personal property tax return 

poses due. 
February 28 

Last day for 3 per cent discount on property taxes 
for City of Philadelphia. 

Monthly reports and tax payments of distributors 
and carriers of liquid fuels (for preceding 
month) due. 


for state tax pur- 





RHODE ISLAND 

February 1 - ; , 
Owners of ships engaged in foreign commerce shall 

file statement of profits. 

February 10 
Gasoline distributor’s monthly 
February 15 
Gasoline distributors’ 








tax due. 





monthly report due. 


SOUTH CAROLINA 





February 1 
Additional penalty of 1 per cent is added to prop- 
erty tax if not paid by this date. 
Billiards license tax is paid on or before this date 
annually. 


February 1-February 10—— 
Admissions to amusements’ 
due between these dates. 
Power tax and report of public utilities due be- 
tween these dates. 
February 4—— 
Fisheries monthly stamp report due not later than 
this date. 
February 5 
Fishing license tax report is due within 
of the end of each calendar month. 
Oyster or clam shuckers stamp report must be 
mailed on or before the 5th day of each suc- 
ceeding month. 
Sturgeon, caviar or shad dealers file a report 
within 5 days ot the end of each month. 
Tobacco warehousemen required to file statement 
on or before the 5th day of each month. 
February 20 
Every telegraph, express, sleeping car, and every 
telephone company shall annually, between the 
ist day of January and the 20th day of Febru- 
ary, make out and deliver a property statement. 
Gasoline tax and report of dealers, distributors, 
importers and storers due on or before this date. 
February: 
Public utilities franchise or gross receipts reports 
are made during the month of February. 
The annual corporation license fee (franchise tax) 
report is made during the month of February. 


return and stamp tax 





5 days 








SOUTH DAKOTA 

February 1 
Warehouse reports due. 
February 10 
Employment agency reports due. 











February 15 
Gasoline reports and taxes due. 
Inspector of petroleum products may _ require 
report. 


Monthly sales tax report and tax due. 


TENNESSEE 
February 1—— 
Dairy products return after commencement of 
business is due annually on this date thereafter. 
Insurance brokers’ statement must be made on 
or before this date each year. 
February 15 
The annual statistical report of mines and mineral 
products is due on or before this date. 





TEXAS 
February 1 


Cigarette Tax.—Wholesale dealer’s report of drop 
shipments due. 
Report of emigrant agents due. 
February 15——— 
Cigarette Tax.—Wholesale dealer’s report of drop 
shipments due. 
February 20 
Gasoline taxes and reports due. 
February 25—— hs 
Monthly report and tax of cement distributors due. 
Oil production reports and taxes due. 
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Kebruary 28 
Oil carriers’ reports due February 1 . 


Oil production report. —Onl withdrawn from. stor- 
age due License period for catching 
of oil begins. 
February 1-February 10—— 
UTAH Medicine, salve, liniments, 


A due. 
February 5—— 


Monthly report of cold storage warehouses due. 
February 10 
Annual statement of metalliferous mines 
Annual statement of non-metalliferous mines due. 
Carriers’ report of motor fuel deliveries due. 
Monthly report of dealers and manufacturers of 
alcoholic beverages due. 


February 15 

Gross ton mile return and fees due on commercial 
motor vehicles. 

Information returns due J ! 
Monthly gasoline tax and report due pay the franchise tax for 
Sales tax and return due 

February 28 - 
Insurance adjusters’ licenses expire. 
Insurance brokers’ licenses expire 


February 10—— 


Beverages of not more than 
content excise tax and re 


date. 


| February 15 


authority to do business 


year. 


VIRGINIA 


tank stock reports due on or before this date. 


due Beer excise tax and report of beer sold during 
previous month due on or 


during previous month due on or 


lobacco warehouse report due. 


Corporations dissolving prior to this date need not 


this date need not pay registration fee for that | 


| Franchise tax bills mailed to the president or other | 


January, 1937 


February 10-——— 
Brewers’ and beer distributors’ 
and excise tax due. 
Petroleum dealers’ reports due. 


mouthly 


report 


fish for manufacture 


February 15—— 


Retail sales tax and return due. 
etc., vendors’ reports | 


Oyster purchasers’ inspection fee due. 


WISCONSIN 

| February 1——— 

Annual reports of certificate holders under Motor 
Vehicle Transportation Act due. 

Automobile, passenger automobile, motor bus « 
motor cycle registration delinquent. 

General property tax delinquent if not paid belcie 
this date. 


before this date. 

3.2 per cent alcoholic 
port of beverages sold 
before this 


| 


February 5——— 
Monthly report of cold storage warehouses duc 
February 10——— 


that year. 


Corporations which surrender their certificates of | Alcoholic beverage monthly reports due. 


in Virginiz rior to} , 
gr lay “ag | February 15—— ae 
Report of gross earnings of freight line railroads 
| due. 


proper officer of each corporation prior to this | February 20—— 


date. 
| February 20—— 
| Gasoline statement and tax 


VERMONT 
February 1—— : 
Term of Commissioner of Taxes ends. 
February 15 - ; 

Appeal from appraisal of car, 
and telephone company 
sioner of 
lowed. 


railroad, steamboat 
property by Commis- 


i. Febru 1 
Taxes to Board of Tax Appeals al- ber ete ons | 


Ambulatory milk dealers’ re 
February 15 








Income tax information returns of payments to 
residents of $1,000 and over of salaries, wages, 
rentals, premiums, annuities, compensations, in- | 
terest, etc., are filed with Commissioner of Taxes | 
annually on or before this date. 

February 29— 

Domestic corporations must file annual financial 
report with Secretary of State before this date. 
A corporation may, however, file such report | 
within 2 months after the expiration of its fiscal | 
vear in which case the report must disclose} February 1 
corporation’s condition at close of its fiscal year. Surtaxes on occupation and 


Gasoline reports and taxes 


as between grantor and g 
Property taxes due. 








WASHINGTON 


Butter substitutes reports and taxes due. 
Compensating tax and retur 


Property tax lien date for taxes of preceding year 


WEST VIRGINIA 


Forest crop land ‘‘acreage share” due. 
Gasoline dealers must file monthly report and pay 
due. tax. 
February 28—— 
Bakery and confectionery license expires. 
Privilege dividend return and tax due. 





ports due. | 


WYOMING 
| February 1—— : 

n due. | Annual report of railroads to county assessors «due 
due. Interstate motor vehicle carriers shall file a sworn 
statement with State Board of Equalization. 
Personal property shall be listed in county where 

located on. 
| February 10 ; 
Carriers’ monthly gasoline report due. 
February 15 7 
| Monthly gasoline tax and report due. 
Sales tax return and tax due. 


rantee. 








privilege taxes due. 





Court Decisions 


Supreme Court 

Alcoholic Beverages Taxes.—Al]I revenue laws in exist- 
ence when the National Prohibition Act became effective 
were reenacted by Section 5 of the Willis-Campbell Act, 
except those conflicting with any provision of either Act. 
The statutes taxing the business of liquor wholesalers and 
penalizing nonpayment did not directly conflict with the 
Prohibition Act and were, therefore, reenacted. This tax 
did not license said business but was an excise upon the 
business whether lawfully or unlawfully conducted.—u. S. 
Supreme Court, in //yman Wainer, et al.,v. The United States 
of America. No. 51, Oct. Term, 1936. 

Affirming judgment of Circuit Court of Appeals, Seventh 
Circuit. 

Gross Income—Inventories.—Petitioners were partners 
in a brokerage business, trading for others, and buying 
and selling securities for the partnership, carrying the 
latter transactions in an “error account.” It is held that 
the evidence substantiates the Board’s findings to the effect 
that the stocks in dispute were purchased for the account 
of the partnership and solely in the expectation of a rise 
in the market, for sale to anyone at a profit. In com- 
puting petitioners’ taxable income for 1929, the securities 
should not therefore be inventoried, inasmuch as the activi- 
ties of the partnership are determined not to have been 
within the controlling regulations which limit a “dealer 
in securities” to “one who as a merchant buys securities 
and sells them to customers with a view to the gains 
and profits that may be derived therefrom.”—U. S. Su- 
preme Court, in Algernon S. Schafer v. Guy T. Helvering, 
Commissioner of Internal Revenue; Edward Schafer v. Guy 
T. Helvering, Commissioner of Internal Revenue; Leonard 
Schafer v. Guy T. Helvering, Commissioner of Internal Rev- 
enue, Nos. 24, 25 and 26, Oct. Term, 1936. 

Decision of Board of Tax Appeals (32 BTA 289) af- 
firmed also decision of Court of Appeals, District of Co- 
lumbia (83 Fed. (2d) 317) affirmed. 

Respondents, in 1931, were partners in a brokerage firm 
which operated as “specialists” in thirteen stocks, filling 


orders either by buying its own securities or by matching 
like orders of buyer and seller, always having on hand 
the securities in which it specialized. It is held that the 
activities of the partnership as specialists were such as 
to bring it within the definition of “dealers in securities,” 
having an established place of business, regularly engaged 
in the purchase and resale to customers of certain specified 
securities, and as merchants, buying and selling securities 
to derive a profit therefrom—U. S. Supreme Court, in 
Guy T. Helvering, Commissioner of Internal Revenue, v. Al- 
bert Fried; Guy T. Helvering, Commissioner of Internal Rev- 
enue v. Benjamin Cinhorn, Nos. 186 and 187, Oct. Term, 
1936. 

Decision of Board of Tax Appeals (31 BTA 638) re- 
versed, and decision of Circuit Court of Appeals (83 Fed. 
(2d) 193) affirmed. 


Appellate and Lower Courts 


AAA Taxes.—Where the taxpayer claims that taxes un- 
der the AAA were illegally assessed and collected, refund 
is precluded where he did not file a claim therefor. This 
court having no original jurisdiction on actions to recover 
illegally collected taxes, dismisses the appeal.—U. S. Cir- 
cuit Court of Appeals, Sixth Circuit, in Jacob G. La Croix 
v. United States, 85 Fed. (2d) 569. 


Appeals from Board of Tax Appeals.—Where taxpayer 
was represented before a Division Member of the Board 
by an unauthorized representative (who was later dis- 
barred), and improper evidence pertaining to a claim for 
refund, based upon claimed additional bad debt deduc- 
tions for 1930, was submitted, denial by full Board of 
motion for re-trial is reversed, and cause is remanded to 
Board with direction to grant a re-trial—U. S. Court of 
Appeals for the District of Columbia, in Chatham Phenix 
National Bank and Trust Company v. Guy T. Helvering, 
Commissioner of Internal Revenue, No. 6472. 

Memorandum opinion of Board of Tax Appeals reversed 
(364 CCH § 9521). 

Where by order of the reviewing Court, a case is re- 
manded to the Board of Tax Appeals with instructions 
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Dividends Paid Allowances for 
Undistributed Profits Tax 


[\ THE audit of corporation income tax returns 
under the Revenue Act of 1936, dividends paid 
credits to the extent of the fair market value of any 
stock issued as a stock dividend will be allowed in 
those cases in which such stock dividend distribu- 
tions are clearly taxable to the shareholders under 
the provisions of the statute and regulations. This 
and the following information relative to the credit 
to corporations for dividends paid in determination 
of “undistributed net income,” to which the surtax 
imposed by Section 14 of the Revenue Act of 1936 
applies, is contained in a “public statement” by Guy 
T. Helvering, commissioner of internal revenue, 
issued on December 14, 1936. 


No dividends paid credit with respect to a stock dividend 
distribution will be allowed if the receipt of the stock 
clearly constitutes a nontaxable receipt by the shareholder. 

In any case in which the taxability of the distribution in 
the hands of the shareholder is debatable it will be the 
general policy of the Bureau of Internal Revenue to allow 
tentatively a dividends paid credit in an amount equal to 
the fair market value of the stock distributed, provided 
the corporation claiming the credit, upon request by the 
Bureau, files with the Commissioner of Internal Revenue 
the proper waivers or agreements to protect the interests 
of the Government pending the final determination of the 
taxability to the shareholders of the distribution, either 
by closing agreements, pursuant to the provisions of Sec- 
tion 606 of the Revenue Act of 1928, executed by all the 
shareholders of the corporation receiving such distribution 
or by virtue of a final adjudication in court. 

The credit tentatively allowed will be finally allowed or 
disallowed depending upon the ultimate determination of 
the taxability or nontaxability of the distribution in the 
hands of the shareholders. 

In extraordinary cases where such tentative allowance 
of credit would endanger collection of additional taxes 
if the dividends are finally held nontaxable or if other in- 
come adjustments are necessary, such departures from this 
policy may be made as the exigencies of a case require. 


Validity of “Windfall”? Tax Upheld 
by Federal District Court 


N THE opening round of the first test of the 
validity of the “windfall” tax, the Federal Govern- 
ment was victor when, on December 10, 1936, the 
U. S. District Court for the Southern District of 
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Indiana, Indianapolis Division, held that the levy is 


not in violation of the Constitution of the United 
States. 


The decision was rendered in the case of Kingan & 
Co., Inc. v. Will H. Smith, Collector of Internal Rev- 
enue for the District of Indiana, [304 CCH § 9551] 
and was applicable also in twenty-three other pend- 
ing cases. 

The complainant (Kingan & Co., Inc., a New 
Jersey corporation, having its principal place of busi- 


ness as a meat packer in Indianapolis) made the fol- 
lowing contentions: 


(a) The proposed levy under Title III, Section 501(a) (1) 
of the Revenue Act of 1936, is not a true tax, but is an 
arbitrary and capricious exaction amounting to confisca- 
tion of its property. 

(b) The impost is in the nature of a penalty to be in 
flicted upon it because of its successful opposition to the 
payment of the AAA taxes. 

(c) The exaction is, in effect, an attempt to nullify relief 
from the payment of the processing tax and to validate 
that tax to the extent of the amount to be levied and 
collected by virtue of the challenged Act. 

(d) That the levy provides for an invalid classification 
of taxpayers and incomes, exempting processors who paid 
the processing tax and their incomes, and taxing processors 
who successfully resisted payment and their incomes be- 
cause of such resistance. 

(e) If the proposed levy is a tax, it is not an income tax 
because of the arbitrary method by which it is to be calcu- 
lated, having no relation to income, although limited thereby. 
_ (f) If a tax, it is a direct tax and void for lack of appor- 
tionment, as required by Article I, Section 2, Clause 3, 


Section 9, and Section 9, Clause 4 of the Constitution of 
the United States. 


In its findings of fact and conclusions of law, the 
Court? considered in detail the various contentions. 

First, it was decided that the “windfall” tax is an 
income tax and as such no apportionment is required 
as provided in Sections 2 and 9 of Article I of the 
Constitution. 

Second was the pronouncement that the tax is not 
discriminatory. Congress, according to the opinion, 
had the power to place in a separate class all persons 
having such an income as that to which the tax 


applies and to enact legislation imposing a tax 
thereon. 





1 Opinion written by District Judge Baltzell. 
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With respect to the allegation that the “windfall” 
tax is punitive in effect, the opinion says: 

‘“* * * Tt is not an attempt to compel a processor to do 
or to refrain from doing a certain thing or be subject to 
a tax. Neither is it an attempt to punish him for having 
done an unlawful act, nor for his refusal to pay a tax under 
an invalid statute. It is an attempt to tax an income re- 
ceived by a processor separate and apart from the regular 
income which he would receive in the normal conduct of 
his business. If he has no such income, then, under the 
provisions of the Act, he is not required to pay. If he has 
such an income, then Congress has the power to levy a 
tax thereon. 


The Court found no support in law or decisions 
of the Supreme Court for holding the tax to be con- 
fiscatory. Relative thereto the opinion says, in part: 


The Act in question provides for a tax upon an income 
which is subejct to a tax, and the rate, as fixed by such 
Act, does not invalidate it. Thus, being a tax, it does not 
violate the due process of law clause of the Constitution. 
As was said by the Supreme Court in the case of A. Mag- 
nano Company v. Hamilton, [292 U. S. 40], “Except in rare 
and special instances, the due process of law clause con- 
tained in the Fifth Amendment is not a limitation upon the 
taxing power conferred upon Congress by the Constitution. 
* * * That clause is applicable to a taxing statute such as 
the one here assailed only if the Act be so arbitrary as to 
compel the conclusion that it does not involve an exertion 
of the taxing power, but constitutes, in substance and 
effect, the direct exertion of a different and forbidden 
power, as, for example, the confiscation of property.” It 
has been heretofore demonstrated that the property of 
complainant cannot be said to be confiscated by virtue of 
the levy and collection of the tax as provided in the chal- 
lenged Act. It is simply a levy and collection of an income 
tax under a law which Congress had the power to enact 
and to prescribe the per centum to be levied and collected. 

Neither can it be said that the fact that the Act is retro- 
active is sufficient for a court to hold that it is “arbitrary 
and is therefore, invalid.” 


The regulations governing computation of the tax 
were held to be neither unreasonable nor inconsist- 


ent with the statute. The opinion says: “There 
seems to be no ‘weighty reasons,’ ? as required, for 





2 [From the opinion]: ‘In speaking of Regulations made pursuant 
to express authority contained in a statute, the Supreme Court, in the 
case of Fawcus Machine Company v. United States [282 U. S. 375] said: 
‘They are valid unless unreasonable or inconsistent with the statute. 
United States v. Grimaud, 220 U. S. 506, 517-518; International Railway 
Company v. Davidson, 257 U. S. 506, 514. They constitute contem- 
poraneous construction by those charged with the administration of the 
act, are for that reason entitled to respectful consideration, and will 
not be overruled except for weighty reasons. United States v. Moore, 
95 U. C. 760, 763; Brewster v. Gage, 280 U. S. 327, 336.’ ” 


oly 
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striking down or overruling the 
Regulations prescribed for the 
computation of such taxes.” 

Appeal for injunction was de- 
nied and the bill dismissed for 
want of equity. 

Three other cases involving 
pleas for injunction also have 
been decided, but in none of these 
was a decision rendered as to the 
constitutionality of the “windfall” 
tax. 

In White Packing Co. v. Charles 
H. Robertson, Collector of Internal 
Revenue for the District of North 
Carolina (364 CCH § 9527, decided 
Nov. 10, 1936), an injunction re- 
straining the Collector from requir- 
ing the complainant to file a return 
and from assessing and collecting 
the tax was denied by the U. S. 
District Court for the Middle District of North Caro- 
lina, it being held that whatever grievance there 
might be can be remedied by a suit at law. 

On the other hand, temporary injunctions restrain- 
ing assessment or collection of the tax were granted 
in two cases: By the U. S. District Court for the 
Eastern District of Virginia at Richmond in Pearl 
Pritchett Davis (Mrs. B. W. Davis) Trading as Mine 
Run Roller Mill v. N. B. Early Jr., Collector of Internal 
Revenue for the District of Virginia (364 CCH ¥ 9528, 
decided Dec. 1, 1936), and by the U. S. District 
Court for the Western District of Virginia in Shenan- 
doah Milling Company, Inc. v. N. B. Early, Jr., Col- 
lector of Internal Revenue for the District of Virginia 
(364 CCH § 9550, decided Nov. 23, 1936). 





Public Debt in the United States 
and the United Kingdom 


ER CAPITA debt in the United States, taking 
rin account not only the debt of the Federal 
Government but also that of the various political 
subdivisions, totaled approximately $416 as of June 
30, 1936. This compares with a total per capita debt 
of approximately $1,016 in the United Kingdom at 
the close of the fiscal year 1935. 

This information and the facts that follow are 
from a study, “Public Debt in the United States and 
Abroad,” made public by the National Industrial 
Conference Board. 


The total public debt of the United States as of 
June 30, 1936, amounted to an estimated $53,400 
million. Of this total the debt of the Federal Gov- 
ernment accounted for $33,800 million, or 63 per cent. 
while state and local debt accounted for $19,600 mil- 
lion, or 37 per cent. 


On March 1, 1935, the latest date for which com- 
plete figures are available, the total public debt of 
the United Kingdom amounted to £9,491 million, 
or approximately $47,455 million. The national debt, 
comparable to the debt of this country’s Federal 
Government, amounted to approximately $39,610 
million, or 83.5 per cent of the total, while the debt 
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of local political subdivisions amounted to approxi- 
mately $7,845 million, or 16.5 per cent of the total. 


State and Local Debts—1930-1936 


TATE and local debt in the United States from 
the fiscal year 1930 to the fiscal year 1936 in- 
creased 9.1 per cent, as compared with an increase 
of 108.7 per cent in the debt of the Federal Govern- 
ment during the same period, the National Industrial 
Conference Board reports. 

In the fiscal year 1930 the state and local debt 
amounted to $17,985 million. During the following 
two years it increased slightly, reaching a total of 
$19,635 million in 1932. This advance was followed 
by a decline to $18,942 million in 1934. Another 
gradual upward trend then set in and state and local 
debt rose to $19,277 million in 1935 and to an esti- 
mated $19,621 million in 1936. 

In the same period the debt of the Federal Gov- 
ernment increased without interruption from year to 
year. In 1930 it amounted to $16,185 million, or 
$1,800 million less than the state and local debt in 
the same year. By 1932 the federal debt had risen 
to $19,487 million; by 1934 to $27,053 million; and 
by 1936 to $33,779 million. 

Among the reasons for the relatively small change 
in state and local debt in this period, perhaps the 
most important is that the fiscal position of many 
governments, especially local governments, was 
such that their credit rating was seriously impaired. 
Governmental units that defaulted and those which 
were able to meet debt service requirements only 
with extreme difficulty were obviously not in a good 
position to borrow. 

Another element that tended to prevent an 
increase in state and local debt was that new borrow- 
ings were offset to a large extent by heavy retire- 
ments of previous loans. In addition, the Federal 
Government increased its allotments to the states 
for highway purposes. Primarily because of the im- 
pairment of municipal credit and the uncertain fiscal 
position of many local governments, the federal 
credit was drawn on in connection with the financ- 
ing of projects ordinarily financed from the proceeds 
of local bond sales. 


Tax Claims in Reorganization 
Cases Speedily Adjusted 


CONCILIATORY policy in the settlement of 
tax claims against corporations which are in 
financial straits is reported to have resulted in tax 
settlements with over 750 corporations during the 
process of reorganization under Section 77B of the 
Bankruptcy Act. A great many other corporations 
similarly situated have had their plans expeditely 
approved by the Treasury Department, which checks 
all reorganization cases to determine whether there 
is any income tax liability. 

The Treasury Department is credited with having 
shown a willingness to compromise claims on a rea- 
sonable basis. Frequently, it is understood, settle- 
ment has been made for the principal amount of the 
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tax deficiency, the accumulated interest being 
waived, and in some instances the Treasury Depart- 
ment has taken legal steps to facilitate reorgani- 
zation. 

Improved business conditions have resulted in a 
sharp decrease in the number of corporations seek- 
ing redress under the Bankruptcy Act. Whereas 
two years ago applications were filed at the rate of 
as high as 200 a month, a Wall Street Journal tabula- 
tion shows they are now down to around 75 a month. 





Court Decisions 


(Continued from page 50) 


to determine the correct amount of the tax for 1916, 1917, 
and 1918 in accordance with a specific basis set forth by 
the Court, the Board is without authority to permit the 
taxpayer to amend his petition in order to raise new issues, 
or to give the taxpayer any other or further relief.— 
U. S. Circuit Court of Appeals, Fifth Circuit, in Peavy- 
Byrnes Lumber Company v. Commissioner of Internal 
Revenue. No. 7853. 

Decision of Board of Tax Appeals, 31 BTA 985, affirmed. 

Basis for Gain or Loss.—Taxpayer, reporting on the 
accrual basis, contests a deficiency on the ground that 
profit and loss from certain sales included in his 1926 
income were properly allocable to 1917 and 1920. In 
previous proceedings before the Board of Tax Appeals, 
the Commissioner, acquainted with the facts pertaining to 
such sales, did not challenge taxpayer’s method of report- 
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ing such income. It is held that where the facts substan- 
tiate taxability of these sales in 1917 and 1920, respectively, 
taxpayer is not now estopped from claiming exclusion of 
any part of proceeds of these sales from his 1926 income, 
although the collection of a deficiency for 1917 and 1920 
is barred. 

In computing loss upon the retirement, in 1924, of prop- 
erty acquired prior to 1909, the basis is cost or fair market 
value as of March 1, 1913, whichever is greater, no adjust- 
ment being made for depreciation prior to the latter date. 
—U. S. Circuit Court of Appeals, Second Circuit, in Com- 
missioner of Internal Revenue v. Union Pacific Railroad 
Company. 

Decision of Board of Tax Appeals, 32 BTA 383, affirmed. 


Capital Stock Tax under NIRA.—On the facts, it is held 
that plaintiff (a fire insurance company) was not a “mu- 
tual” insurance company, so that it was subject to tax 
under Section 204 of the 1932 Act (exempting mutual 
insurance companies) and consequently was not subject 
to the capital stock tax under the NIRA, pursuant to 
Section 215 (c) (2) of that Act, which exempts any insur- 
ance company subject to tax under Section 204 of the 
1932 Act. Although the plaintiff was to some extent a 
mutual company, 10 per cent of its business was non- 
participating term insurance. The court holds that the 
pertinent statutory provisions above mentioned were meant 
to apply only to companies that were purely mutual.— 
U. S. Court of Claims, in Baltimore Equitable Society v. 
The United States, No. 43150. 

Collections Stayed.—Where taxpayer filed a claim for 
abatement which stayed the collection of 1917 taxes, Sec- 
tion 611 of the 1928 Act barred recovery of the taxes paid 
after the statute of limitations on collection had expired. 
—U. S. Court of Claims, in H. V. Kell Company, a Corpo- 
ration, v. The United States. No. M-41. 


Deductions—Expenses—Partnerships.—Payments made 
to annuitants, under the provisions of a will, by the residu- 
ary devisees who are operating the property as partners, 
are held to be personal liabilities and are not deductible 
from the distributive shares of the partnership income. 
[From the opinion:] “When the taxpayers took the hotel 
property charged by the terms of the will of their father 
with the legacies, they became personally liable to the 
annuitants for the payments provided in the will. * * * 
This personal liability arose regardless of any income 
derived from the property.”—U. S. Circuit Court of Ap- 
peals, Second Circuit, in Commissioner of Internal Revenue 
v. Albert K. Smiley; Commissioner of Internal Revenue v 
Francis G. Smiley. 

Decision of Board of Tax Appeals, 33 BTA 198, reversed. 


Deductions: Taxes.—Plaintiff, a United States citizen, 
temporarily resided in London throughout 1927, during 
which year he had income from sources within the United 
States as well as income from sources without the United 
States, including a large salary for personal services per- 
formed in Great Britain. Since plaintiff was a bona fide 
nonresident of the United States for more than six months 
during the taxable year, his compensation for personal 
services performed in Great Britain was excludible from 
his gross income taxable in the United States, under Sec- 
tion 213 (b) (14) of the 1926 Act. It is held that taxes 
paid a foreign country on income exempt from taxation 
in the United States are not to be included in the com- 
putation of the limitation of the credit for foreign taxes 
as provided in Section 222 (a) (5) of the 1926 Act.—U. 5S. 
Court of Claims, in Charles H. Hubbard v. The United States. 
No. 42647. 


Where income from personal services rendered in a for- 
eign country is excluded from gross income under Sec- 
tion 213 (b) (14) of the 1926 Act, the income tax paid 
thereon to a foreign country by a citizen of the United 
States, who was a bona fide nonresident of the United 
States for more than six months during the taxable year 
1928, may not be claimed as a credit under Section 222, 
nor as a deduction under Section 214 of the 1926 Act.— 
U.S. Court of Claims, in Charles H. Hubbard v. The United 
States, No. 42648. 


Deficiency—Procedure.—Assessments of 1914, 1915, and 
1916 income taxes were timely where made within the 
time provided in waivers executed by the taxpayer. The 
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waivers were valid although they were not signed by the 
Commissioner himself but in one instance by a head of 
division under general authorization of the Commissioner 
to sign waivers, and in another by a clerk under direction 
of the head of division authorized to sign them. In addi- 
tion, the letter of the Commissioner requesting the waivers 
and compliance by the taxpayer met the requirements of 
the statute that “both the Commissioner and the taxpayer” 
have “consented in writing” to the assessment after the 
limitation prescribed in the statute. 

Failure of Commissioner to send a 60-day letter was at 
most an irregularity which did not invalidate the assess- 
ment. As to the 1916 taxes, the taxpayer waived his right 
to appeal to the Board after being advised of the pro- 
posed deficiency, and the 1917 taxes were assessed before 
the passage of the 1924 Act.—U. S. Court of Claims, in 
Pennsylvania-Dixie Cement Corporation v. The United States. 


No. M-77. 


Distributions by Corporations.—Included in decedent’s 
reported income for 1930 was an item of $23,250 received 
as dividends on stock of the Foster Lumber Co. It is 
determined from the facts that a distribution in 1929, 
when 500 shares of the capital stock of the Foster Lum- 
ber Co. were retired, was not a dividend but was a partial 
liquidation. The remainder of earnings accumulated sub- 
sequent to February 28, 1913, was sufficient to satisfy 
the 1930 distribution. Plaintiff's claim for refund, based 
upon the contention that $14,754.22 of the 1930 distribu- 
tion was tax-free because it was alleged to have been paid 
out of surplus accumulated prior to March 1, 1913, is there- 
fore held erroneous, and the entire amount of $23,250 is 
held taxable as a dividend in 1930.—U. S. Court of Claims, 
in Benjamin B. Foster and Robert R. Todd, Executors of the 
Estate of Anna Foster Ford, Deceased, v. The United States. 
No. 42642. 


Dues and Initiation Fees Taxes.—The Transportation 
Club of San Francisco is a social! club whose dues and 
initiation fees for the period July, 1929, to November, 1934, 
were taxable. The facts “show that the social features 
are so materially interwoven into the entire fabric of the 
club that without them the club could not exist.” Chicago 
Engineers’ Club v. U. S., 80 Ct. Cls. 621, followed.—uvU. S. 
Court of Claims, in The Transportation Club of San Fran- 
cisco v. The United States. Nos. 42896 and 43052. 


Excise Tax on Automobile Parts and Accessories.—T ire 
chains, sold by a manufacturer and shown by the evidence 
to be adapted for use on either a taxable or a nontaxable 
vehicle, are held not taxable as automobile parts or ac- 
cessories under Section 900 of the 1921 Act. 

The Court holds that in the method used in fixing selling 
prices during the period prior to July 12, 1923, none of 
the amounts paid by appellee as taxes on the sale of its 
tire chains was directly or indirectly “passed on” and col- 
lected from the purchasers. Recovery is allowed therefor, 
except on the amounts paid on chains adapted for motor- 
cycles and Overman Cushion tires. Where however, after 
July 12, 1923, it began to bill its customers differently, by 
adding a separate charge on its invoice stating “1/21 of 
above amounts represents Federal excise tax,” and thereby 
received the benefit of section 3 of Regulations 47 of the 
1921 Act by computing the tax on 20/21 of the invoice, 
such practice is held to have “passed on” the tax to the 
purchasers, and no recovery may be had.—uwU. S. Circuit 
Court of Appeals, Second Circuit, in American Chain Com- 
pany, Inc. v. Hartford-Connecticut Trust Company, etc. 

District Court decision, 11 Fed. Supp. 770, affirmed on 
the first issue and reversed on the second issue. 


Gross Income.—Stock was purchased at different times 
and at different costs through the exercise of stock rights 
accruing from stock originally received as a bonus. All 
of the stock was later converted into certificates of the 
same general class and form. It is held that gain realized 
from sales of certificates in 1929 must be determined on 
the basis of first in, first out, and not on average cost.— 
U. S. Circuit Court of Appeals, Eighth Circuit, in F. E. 
Keeler v. Commissioner of Internal Revenue. No. 10,547. 

Memorandum opinion of Board of Tax Appeals affirmed. 


Gross Income.—Appellant was president of and a large 
stockholder in Corporation A. In conjunction with Cor- 
poration A which was paying insurance policy premiums 
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on his life, appellant created a trust to which the insur- 
ance policies were transferred, Corporation A agreeing 
to continue payment of the premiums. The proceeds of 
the policies were distributable according to a schedule 
to Corporation B (which holds all the common stock of 
Corporation A and in which appellant is interested by 
virtue of large ownership) and to certain beneficiaries, 
relatives of appellant. Appellant had the right to change 
the trust beneficiaries and to abolish the trust. It is held 
that the amount of the premiums paid by Corporation A 
were in the nature of additional compensation and taxable 
as income to appellant.—U. S. Circuit Court of Appeals, 
Sixth Circuit, in Ward M. Canaday v. William B. Guitteau, 
as Collector of Internal Revenue for the Tenth District of 
Ohio. No. 7058, 7059. 
Decision of District Court, 364 CCH { 9513, affirmed. 


Gross Income—Distributions by Corporations.—Where, 
in 1929, stockholder of Corporation A received warrants 
to subscribe (at prices below the current market price) 
for stock in Corporations B and C, which stock was 
owned by Corporation A, it is held that a taxable dividend 
was received to the extent by which the value of the stock 
as to which the rights were issued exceeded the price 
payable therefor. Where delay in exercising rights or 
quick fluctuation in the price of stock may give rise to 
a controversy concerning the date of receipt of the divi- 
dend, the court holds that “the date of receipt of the 
warrant by the stockholder is the day for determining its 
value.’—U. S. Circuit Court of Appeals, Seventh Circuit, 
Oct. Term, 1936, Oct. Session, 1936, in Commissioner of 
Internal Revenue v. Oscar F. Mayer. No. 5755. 

Memorandum opinion of Board of Tax Appeals, 364 
CCH § 9522, reversed. 


Gross Income—Items Not Deductible—Where, upon the 
facts, it is determined that a yacht was purchased for 
pleasure and not because of a transaction entered into for 
profit, the loss sustained in 1930 on the sale thereof, is 
not deductible—U. S. District Court, Southern District 
of New York, in C. Bai Lihme v. Charles W. Anderson, 
individually and as former U. S. Collector of Internal Rev- 
enue for the Third District of New York. At Law No. 58,222. 


Installment Basis of Accounting—Constitutionality— 
Suits by Taxpayers.—This case covers the income taxes 
to be paid by the administrator of an estate for the years 
1929-1931. For those years the administrator filed returns 
in which the income from installment obligations was 
erroneously reported. He then sued to recover these 
taxes on the theory that the returns having been accepted 
by the Commissioner although known to be in error, such 
taxes were erroneously collected and should be refunded. 
This contention was sustained by the trial court. Appel- 
lant admits that the amount paid was erroneous but con- 
tends and is now upheld to the effect that taxes of a 
greater amount were actually due from the taxpayer under 
Section 44 (d) pertaining to installment obligations. Tax- 
payer’s contention, that Section 44 (d) of the 1928 Act is 
unconstitutional as applied here, is not upheld, and the 
action of the lower court in holding for the taxpayer is 
reversed. The doctrine of ex aequo et bono (in justice and 
good dealing) may not be invoked “to obtain money which 
the plaintiff [administrator] ought not in good conscience, 
to have back.”—U. S. District Court, No. Dist. of Georgia, 
in J. T. Rose, Former Collector of Internal Revenue, Dist. of 
Georgia, v. D. W. McEachern, Administrator of the Estate 
of S. C. Eachern, Deceased. No. 7911. 


Interest on Overpayments.—The Commissioner deter- 
mined an overassessment of 1918 and 1919 income taxes 
and a deficiency for 1920. Taxpayer voluntarily attempted 
to pay the 1920 deficiency before it was assessed, and took 
an appeal to the Board which was later dismissed, tax- 
payer conceding the correctness of the deficiency for 1920. 
In the meantime taxpayer demanded payment of the 
amounts overpaid for 1918 and 1919. The Commissioner 
desiring to return to the taxpayer that part of the 1920 
tax paid by him equal to the overassessments for 1918 
and 1919 made a refund of such amount but did not allow 
any interest. Thereafter, the Commissioner adjusted tax- 
payer’s accounts for the three years by applying the over- 
payments against the deficiency and computed interest 
accordingly. Taxpayer is suing for interest on the 1918 
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and 1919 overpayments from the*’date of payment of the 
tax to the date of the refund. On the facts, it is held 
that the Commissioner did not make final disposition of 
the overpayments where he made the refund but left the 
matter open for final adjustment when the deficiency was 
finally determined and he was entitled to credit the over- 
payments against the deficiency before computing interest. 
U. S. Court of Claims, in Harnischfeger Corporation v. 
The United States. No. 42099. 


Recognition of Gain or Loss.—In 1929, the Glidden Com- 
pany formed an Ohio corporation and paid cash for all 
of its common stock, but received none of its preferred 
stock. The stockholders (including petitioner) of an In- 
diana corporation exchanged their stock for cash and 
preferred stock of the Ohio corporation and preferred 
stock of the Glidden Company. The Indiana corporation 
was then dissolved. It is admitted that the cash was tax- 
able and the preferred stock of the Ohio corporation was 
nontaxable in the hands of the recipients. It is now held 
that the Glidden Company, not being in “control” of the 
Ohio corporation, was not a “party to a reorganization” 
within the meaning of Section 112(i)(2) of the Revenue 
Act of 1928, and that the preferred stock of the Glidden 
Company was therefore taxable in the hands of petitioner 
recipient.—U. S. Circuit Court of Appeals, Seventh Cir- 
cuit, in Commissioner of Internal Revenue v. Herman C. 
Groman. No. 5779. Oct. Term, 1936, Oct. Session, 1936. 

Memorandum opinion of Board of Tax Appeals reversed 
(3€4 CCH J 9523). 


Recognition of Gain or Loss—When Gross Income Re- 
ported.—Stock was not received in a nontaxable exchange 
pursuant to a plan of reorganization under the 1928 Act, 
where it was received, together with cash, by the tax- 
paver in exchange for the surrender of his right to pur- 
chase stock in a corporation prior to its recapitalization. 
Taxpayer was given the right to purchase the stock as 
an employee of the corporation, and his bonuses and 
dividends were to be applied against the purchase price. 
but he was not to receive the stock until it was fully paid 
for. Since the stock was not fully paid for he did not 
own the stock at the time he sold his right, and he could 
not have exchanged it for other stock under the reor- 
ganization provision of the 1928 Act. , 

Gain from the foregoing transaction was income to the 
taxpayer on the cash hasis in 1929 when he received the 
cash and stock, and not in 1928 when the agreement to 
sell was made.—U. S. Court of Claims, in Allan FE. Goodhue 
v. The United States. No. 42943. 


Recovery of Invalidated AAA Processing and Floor 
Stocks Taxes.—The Court sustains demurrers in suits for 
the recovery of AAA processing and floor stocks taxes 
on the ground of lack of jurisdiction, where after plain- 
tiffs’ claims for refunds had heen rejected by the Com- 
missioner, plaintiffs then failed to follow the procedure 
for relief as prescribed in Section 906 of Title VIT of the 
Revenue Act of 1936 relating to further hearing before 
the Board of Review, with appeal to the Circuit Court. 
As to plaintiffs’ claims of being deprived of property with- 
out due process of law by Section 910 which purports to 
abolish the liability of collectors, the Court holds that 
“the collector’s liability is abolished only in those cases 
in which the collector would have been entitled as of 
right to a certificate turning the suit into one against the 
Government. * * * The present suits must be regarded 
as essentially suits against the Government.’ The Court 
holds, further, “that Title VIT of the Revenue Act of 
1936 is not unconstitutional insofar as it forbids the main- 
tenance of these suits. * * * The statute does not operate 
to extinguish vested rights of the plaintiffs. These rights 
persist, even though the United States has withdrawn its 
consent to be sued in this court.”—U. S. District Court, 
District of Massachusetts, in William M. Butler, et al., v. 
Joseph P. Carney, Former Collector; Outssett Mill v. Thomas 
IV. White, Former Collector; Ouissett Mill v. Thomas R. 
Hassett, Former Acting Collector; Ouissett Mill v. Joseph P. 
Carney, Former Collector; THlodgman Rubber Company v. 
Joseph P. Carney, Former Collector. aw Nos. 6375, 6646, 
6644, 6645, 6661. 


Stamp Tax on Bond Issues.—Appellant, unable to meet 
maturing obligations, requested the calling of a bond- 
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holders’ meeting. As a’ result of that meeting a “supple- 
mental indenture of trust” was entered into between 
appellant and the-.trustee of the bonds, which provided 
an extension of the maturity date of all outstanding bonds, 
as well as creating other new obligations relating to pay- 
ment of interest, sinking fund, working capital, etc. It 
is held that the supplemental indenture effected a renewal 
of the bonds which were therefore subject to a new issue 
tax under Schedule A-1 of Title VIII of the Revenue Act 
of 1926, as amended.—U. S. Circuit Court of Appeals, 
Ninth Circuit, in Campbell River Timber Company, Limited 
(a corporation) v. Valentin A. Vierhaus, as Administratrix 
of the Estate of Alexander M. Vierhaus, Collector of Internal 
Revenue for the District of Washington, Deceased. No. 
8259. 


Decision of District Court (15 Fed. Supp. 399) affirmed. 


Suits by Taxpayer.—A decision of the Board of Tax 
Appeals that taxpayer was entitled to deduct losses in 
1922 and 1923 resulting from payments of his liability as 
endorser of certain notes, was res judicata as to his right 
to deduct in 1924 and 1925 further payments made in those 
years.—U. S. Court of Claims, in Bernard Greenbaum v. 
The United States. No. M-178. 


Suits By Taxpayer.—Appellant filed a claim in 1919 for 
refund of 1917 income taxes allegedly overpaid. Pursuant 
thereto, the Commissioner signed a schedule of refund 
and credits in 1923 for $89,364.92. This amount was re- 
funded except $11,057.71, which the Commissioner cred- 
ited to additional taxes due for the years 1909 to 1916. 
It is held that a suit filed in 1930 to recover this latter 
amount is barred by the statute of limitations since it 
was not begun within five years of the date of payment, 
or within two years after disallowance of that part of the 
claim for refund or credit to which the suit relates.—U. S. 
Circuit Court of Appeals, Seventh Circuit, Oct. Term and 
Session, 1936, in John F. Jelke Company, a Corporation, v. 
Julius F. Smietanka, former Collector of Internal Revenue, 
No. 5735. 


Decision of District Court, 364 CCH J 9520, affirmed. 


Suits By Taxpayer—Procedure and Practice—A _ pur- 
ported error in taxpayer's method of computing credit 
for foreign taxes shown on return, attacked by neither 
plaintiff nor defendant in previous court proceeding, may 
not be raised as a new issue where the computation of 
a refund, in conformity with the determination of the 
court, is in dispute.—U. S. District Court, Southern Dis- 
trict of New York, in F. Il’. [Voolworth Company v. United 
States of America. 


“Windfall” Taxes.—Complainant files this suit in equity 
to restrain Collector from requiring complainant to file 
an income tax return and from assessing and collecting 
the “windfall” tax, asking for a judgment declaring that 
Title III of the 1936 Act is unconstitutional. Complainant 
did not file a tax return of processing taxes due under 
the AAA; the time for filing the return had not expired 
at the time this suit was brought; and the complainant 
may not owe a tax if and when the return is filed. The 
Court deems it “unnecessary to discuss the question of 
the constitutionality of the Act or the validity of the tax 
which might hereafter be levied against the complainant” 
where the complaint “fails to show that the complainant 
will suffer any irreparable injury,’ or “the existence of 
any exceptional or extraordinary circumstances sufficient 
to bring the case under the head of equity jurisprudence.” 
The Court, states, further, “It is perfectly manifest from 
the allegations in the bill and the statutes involved the 
complainant has plain, adequate and complete remedies 
at law to litigate without payment the validity of the 
statute and all questions of liability under it.’—U. S. Dis- 
trict Court, Middle Section of North Carolina, Salisbury 
Division, in IVhite Packing Company v. Charles H. Robert- 
son, Individually and as Collector of Internal Revenue for 
the District of North Carolina. In equity, No. 5 


Windfall Tax.—Temporary injunction is granted requir- 
ing Collector to refrain from requiring plaintiff to file a 
return and from assessing or collecting a tax under Title 
Ill of the 1936 Act, the plaintiff being required to give 
security in the sum of $500.—U. S. District Court, Eastern 
District of Virginia, at Richmond, in Pearl Pritchett Davis 
(Mrs. B. WW. Davis), trading as Mine Run Roller Mill z 
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N. B. Early, Jr., individually and as Collector of Internal Rev- 
enue for the District of Virginia. Equity No. 381. 





Correction 


In paragraph 3 of the article “Liquidation under 
the Revenue Act of 1936,” which appeared in the 
November issue of THE Tax MaGaZINE, on page 649, 
Joseph J. Klein, the author, states that the word 
“imcreases” should have been “decreases.” 


Kentucky Income Tax Compared 
with Federal Income Tax 


(Continued from page 27) 

to check and constitutes a necessity for the exercise 
of administrative discretion. Such a check is very 
essential except perhaps in connection with those 
public utilities which keep their records on the basis 
of a segregation provided for under the orders of 
the Federal Communication Commission or the In- 
terstate Commerce Commission. 


In the second place, corporations which do not 
make provision for separate accounting satisfactory 
to the Department as a basis for segregating income 
will report in segregated form interest, dividends, 
rents, and royalties on the basis of the source from 
which derived and will report gains from the sale 
of capital assets within the two-year limitation on 
the well-established bases of situs and will then 
allocate business income by a statutory formula. 
The formula will allocate one-half of the income on 
the basis of the tangible property within and without 
the state under regulations prescribed by the De- 
partment and will allocate the remaining half on 
the basis of business within the state as compared 
with business outside the state. The business shall 
be deemed to be the receipts during the taxable year 
from sales and other sources connected with the 
business excluding, however, receipts from the sale 
of capital assets and property not falling in the 
regular course of business and also receipts giving 
rise to income which has been separately allocated. 


In the case of certain enterprises the difficulty 
of providing the information prescribed for alloca- 
tion purposes is substantially equal to the difficulty 
involved in segregation of the income. In such an 
event, it is believed that the Department and the 
taxpayer can probably work out an_ individual 
method of segregation which can be applied exclu- 
sively to the business of the taxpayer. This is, in 
effect, a separate possibility ; although it arises 
legally from the provision in the statute for separate 
accounting. It is a tenuous possibility, and its feasi- 
bility and statutory justification must be considered 
further before it can be applied in practice. 

In this discussion there is no pretense of com- 
pleteness, and for the most part the subject matter 
has arisen directly from statutory provisions rather 
than from interpretation by the Department of Reve- 
nue. The Department has not gone far enough in 
formulating regulations to justify very much dis- 
cussion of those interpretations except possibly 1 
connection with provisions for withholding at the 
source. 
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Simplified Social Security Payroll Records 
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(Left Page) Standard Weekly Payroll Form. aaa for 36 names. Perforation feature avoids repetition of 


names on succeeding weeks. 
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CODE OF i EXEMPTIONS FROM TAXES 


—A tural Labor (UC P—Member of is Renatover's Family (UC) 
C—Casual Labor (OA) —Over 65 age (OA) 
D—Domestic Labor (UC&OA) i— Foreign Seckarant (UC&OA) 
E—Excess of $3,000 (OA) U—Under 8 Employees (UC) 
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(Left Page) Special Payroll Form with eight inch blank space in which we can print any width of blank or 
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(Right Page) Standard Tax Sheet. Copyrighted “Tax Exempt” columns avoid repetition of taxable items. 


time, minimize possibilities of errors. 
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PAYROLL RECORD 
EMPLOYEE’S RECORD 


Social Security Act Compulsory Records Simplified 


A most carefully worked out system for keeping records REQUIRED by the 
Social Security Act and the several State Unemployment Compensation Laws 


After complete and exhaustive examination of all State 
and Federal Legislation, a SIMPLIFIED system, which elim- 
inates repetition of employees’ names and taxable items and 
saves hours of bookkeeping time, has been perfected. 


SECURITY forms provide for departmental accounting 
or division of taxes by states. General Summary form en- 
ables the accountant and examiner to PROVE the accuracy 
of payroll with General Books and taxes thereon. The Pay- 
roll Record is complete by years in all details, in one volume, 
including computation of all taxes. 


The Employee’s Record form provides all identification 
necessary under all laws. It is continuous so that in the sec- 
ond and succeding years the record need not be repeated, 
but financial history is fully shown. 


Prepared by a C. P. A. (American Institute) and Attor- 


ney (Bar Association) who is thoroughly familiar with all the 
Acts. 


Sheets providing specially ruled columns according to 
employer’s particular method of determining “Total Remu- 
neration” available. 


QUALIFIED REPRESENTATIVES DESIRED IN MAJOR CITIES WHERE NOT YET REPRESENTED 


SECURITY RECORDS are outlined on page 807, 
CCH Unemployment Insurance Service. 


_ Book for recording earnings, to be kept by Employees, 
just off the press. 


SECURITY Forms are delivered in flexible leather 
binder. Wire-O Bound. Or may be had in standard post or 


Wire-O loose leaf. Handsome. Fine paper. Practical, fool- 
proof forms. 


SECURITY PRESS 
Security Building 


St. Louis, Mo. 
Security Press, Security Building., St. Louis, Missouri 


We enclose 25¢ for which please send us WIRE-O bound Miniature port- 
folio of specimen forms of Security Records. [If full size sheets are 


desired in large WIRE-O bound portfolio, send $1.00 to cover cost of 
preparation and mailing.] 


NAME 


ADDRESS 





58 THE TAX MAGAZINE 


Tax Refunds in Illinois 
(Continued from page 34) 

Other minor changes are recommended in Sec- 
tion 10 of the act, dealing with corrections of errors 
by “a proper proceeding.” These, too, are procedural 
rather than substantive changes. 


Conclusion 


It is hoped that this series of articles will serve 
to direct attention to a vitally important phase of 
taxation problems in Illinois. Considerable stress 
has been laid on general property tax refund prob- 
lems because the general property tax is the prin- 
ciple source of revenue for local governmental bodies. 

Liberalization of the existing tax refund laws 
would facilitate the administration of Illinois tax 
laws in that the taxpayers would then be presented 
with a clear and concise method for contesting the 
fairness or validity of their taxes with the right to 
a refund in the event of an overpayment. 





Rulings of the Bureau of 


Internal Revenue 
(Continued from page 42) 

vacation allowances, or sick pay constitutes wages. For 
the purpose of the taxing provisions of Title IX of the 
Social Security Act, it is held that the full week’s wages 
of $35 paid by the employer to the employee for the first 
week after the injury and the amount of $18.50 per week 
paid by the employer to the employee during subsequent 
weeks are wages within the meaning of the Act. 

If the employer continues to pay the salary of an em- 
ployee after he becomes permanently disabled through 
sickness unrelated to his employment, such payments constitute 
wages within the meaning of Section 907(b) of the Social 
Security Act and Article 209 of Regulations 90. 

If an employee dies and the employer pays his monthly 
salary to his widow for a period after his death, such pay- 
ments are not wages paid to an employee for services 
rendered but are in the nature of a gratuity, and, therefore, 
not subject to the tax imposed by Title IX of this Act.— 
S. S. T. 54, XV-48-8410 (p. 9). 

Surtax on Undistributed Profits——A corporation is sub- 
ject to the surtax imposed by Section 14 of the Revenue 
Act of 1936 on its undistributed net income for 1936, even 
though the corporation is restricted by State law in declar- 
ing and paying dividends while its capital remains impaired. 
—I. T. 3016, X V-47-8392 (p. 1). 

Taxes of Foreign Countries and Possessions of United 
States—The Government of the Netherlands Indies does 
not satisfy the similar credit requirement of Section 131 
(a) 3 of the Revenue Acts of 1934 and 1936 for any taxable 
period since the passage of the ordinance of May 5, 1934. 
—I. T. 3014, X V-46-8385 (p. 2). 





Significant Decisions of the 
Board of Tax Appeals 


(Continued from page 45) 

after made a new contract each year with the manufacturer, 
may not take a deduction for loss in respect of such con- 
tract in 1931, when the last contract expired and no new 
contract was made. “Petitioner argues that 1931 is the 
only year it could claim the loss, since nothing terminated 
in 1925 to give it a deduction then. This assumes that 
surely a deductible loss occurred sometime, an assumption 
by no means irresistible. * * * Irrespective of whether this 
reasoning would have been valid to support a deduction in 
1925, it does not establish the deduction in 1931.”—Van 
Landingham Western Sales, Inc., Formerly Canada Dry 
Western Sales, Inc. v. Commissioner, Dec. 9529 [CCH]; 
Docket 75391. 
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Deficiency: Procedure.—Communication of a telegraphic 
petition by telephone to the Chairman of the Board at his 
home in Washington, D. C., after business hours of the 
last day when a petition may by statute be filed, and the 
delivery of the telegram at the office of the Board the fol- 
lowing day, do not constitute a proper filing within the 
statutory period. “By nothing less than a physical deposit 
of a petition with a proper person in the office of the Board 
at Washington will it be recognized as properly filed under 
the rules.’—Edward Barron Estate Company v. Commissioner, 
Dec. 9517 [CCH]; Docket 82356. 


Leech concurs with the present opinion although the 
Board has held a telegram to be effective as a petition in 
F. O. Statler, 27 BTA 342. Tyson concurs with the majority 
opinion only to the effect that a telephonic communication 
did not constitute a proper filing of the telegram with the 
Board. Turner dissents, with an opinion to the effect that 
by the conclusion of the majority, the statutory period is 
here reduced from midnight on the last day to office hours 
on the last day. Black, Morris, McMahon, and Harron agree 
with this dissent. 


Federal Estate Tax.—At the time of his death in 1932, 
the decedent, a citizen of and domiciled in the United 
States, owned three “hipotecas” (liberally interpreted to 
mean mortgages) on land situated in Cuba. It is held that 
the value of such “hipotecas” is properly included in dece- 
dent’s gross estate for Federal estate tax purposes under 
Section 302(a) of the Revenue Act of 1926. [From the 
opinion:] “It is well settled in this country that a debt 
has a situs for taxation at the domicile of the creditor, 
irrespective of the fact that it is secured by a mortgage on 
real estate outside the jurisdicion of the taxing authority. 
* * * Nor is that conclusion disturbed by the fact that the 
evidence of indebtedness is located outside the taxing juris- 
diction * * * or that the disposition of the mortgaged prop- 
erty is controlled by the laws of a foreign state. * * * Nor 
does the fact that double taxation may result affect the 
conclusion.” — Carrie S. Fair v. Commissioner, Dec. 9519 
[CCH]; Docket 77954. 

Van Fossan dissents, with opinion to the effect that these 
mortgages should be excluded from gross estate because 
of construction given the 1926 statute as later amended 
by Section 404 of the Revenue Act of 1934. [From the dis- 
senting opinion:] “Mortgages are known and classified as 
immovables in Cuba and all the characteristics of real 
estate and real property designated as such in the United 
States, are inherent in them under Cuban law. Therefore, 
although mortgages on property located in the United 
States might be considered personal property, a mortgage 
on property in Cuba would seem to fall within the term 
‘foreign real estate.’ This being true, it is not subject to 
the estate tax imposed by the United States Government.” 


Foreign Corporations: Deductions.—Petitioner, a foreign 
corporation, is not entitled to deduct from income earned 
within the United States, under Sections 234(b) and 217(e) 
of the Revenue Act of 1926, a ratable part of losses sus- 
tained on accounts arising from loans to banks in Holland. 
Petitioner’s position in the financial structure of Holland 
is similar to that of the Bank of England in England, etc. 
After the war the economic crisis became such as to 
threaten the collapse of the country’s entire financial struc- 
ture. It was met in part by assisting the banks with 
“Reorganization Loans.” The losses suffered by the peti- 
tioner in this respect were found to be due principally to 
its dealings with Marx & Co.’s Bank of Rotterdam, and 
were included in the total amount reflected on petitioner’s 
hooks as “unallocable deductions.” It is held that these 
losses were properly disallowed by the Commissioner under 
the applicable statute which provides that a deduction may 
be taken “only if and to the extent that they are connected 
with income” within the United States —De Nederlandsche 
Bank v. Commissioner, Dec. 9520 [CCH]; Docket 44702. 


Improper Accumulation of Surplus.— (1) Petitioner, 
formed in 1926, issued substantially all of its capital stock 
(except stock dividends later issued) for securities owned 
by Alfred I. du Pont, his wife, and brother-in-law. It re- 
tained nearly all of these securities and acquired others 
out of earnings through 1932. Most of its income from the 
date of organization to the end of 1932 was from dividends 
and from profits upon the sale of shares of stock of E. I. 
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By ROBERT H. MONTGOMERY 


Covers Corporation Income Taxes; Individual 
Income Taxes; Capital Stock Tax; Excess Profits 
Tax; Undistributed Profits Tax; “Windfall” Tax 


Speen is the definite, reliable guidance you want on what to do now in preparing 


returns, and the year ’round in completing individual transactions to incur the 
least possible taxes. . 


In this book a nationally known authority and a corps of skilled practitioners 


have done the work of research for you. 


They give you, not pages and pages to 


work over by yourself, but the short, decisive, final recommendations to which the 


reams of cases and official pronouncements actually reduce. 


You have net answers 


to your questions, so you won’t overlook anything, or otherwise wrongly apply 


the law. 


This is the guide that tax consultants use—thousands of them—year after year. 
It is the guide you will find in business organizations of all sizes, all over the country, 
wherever it is important to handle tax matters promptly and correctly. 


Use it on your tax problems. The serious 
inequities it helps you avoid, the often unsus- 


for Clear Complete Answers to Tax Questions: 
Federal Income Tax 
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times his opinions on tax questions 
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pated by years the position finally 
taken by the Treasury. 


He is a Counsellor-at-Law; Certi- 
fied Public Accountant; Member of 
the firm of Lybrand, Ross Bros. & 
Montgomery. Since 1917, The Ron- 
ald Press Company has issued suc- 
cessive editions of his famous tax 
manuals. 
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Both legal and accounting view- 


points combined at every step; 


Expert counsel and comments on 
problems you face under each 


tax; 
Procedure to 
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Trustworthy interpretation of new 


or doubtful provisions. 
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Federal Taxes on 
Estates, Trusts, 
and Gifts 
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with Roswell Magill 


Professor of Law at Columbia 
University 


SEPARATE annual volume for 

executors and administrators, 
trust officers, attorneys, accountants, 
and property owners and their bene- 
ficiaries. It covers the application 
of the estate tax, the gift tax, and 
the income tax as this affects estates 
and trusts. 


The past year has been marked by 
a flood of decisions concerning these 
taxes. The Supreme Court, lower 
courts, and Tax Board have clarified 
many issues. The Treasury has 
amended its regulations in impor- 
tant respects. 


The new handbook brings the en- 
tire situation down to date. Follow- 
ing the plan of the Federal Income 
Tax Handbook, it interprets the law, 
the decisions, and official rulings into 
plain statements of advice and pro- 


cedure. 
550 Pages. $ 7 30 


follow — specific 
recommendations of just what to 







pected opportunities for subs‘antial savings 
which it opens, can hardly fail to repay your 
small outlay for the Handbook. 
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Save Time, Worry, Taxes 


In the Revenue Act of 1936, you have not only a 
new tax law to contend with, but new and untried tax 
principles, some of them revolutionary in effect. With 
the Government construing the law narrowly, it is more 
important than ever to consider options which you are 
permitted, and to exercise the option in any particular 
transaction or accounting method which results in the 
minimum tax. 


Any legitimate deductions or adjustments you can 
make will be reflected in even larger savings than in 
previous years. Mistakes are going to be correspond- 
ingly costly. 

Montgomery’s Federal Income Tax Handbook fur- 
nishes an expert analysis of the law which enables 
you to take the initiative confidently in all questions 
involving tax policy and judgment; to take the long- 


range viewpoint in selection and application of right 
procedure. 
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Delivery 


Order a copy today and put it to use in 
your tax work. See if you, too, do not say 
it gives you more than any other tax pub- t 
lication you have ever seen. 


At its price of only $10, you can’t make 
a better investment in tax information than 
this. Almost any reference you make to 
the book may save you the price many 8 
times over. Get the full benefit of this 
help—fill out the order form at the right 
and mail it now. Satisfaction guaranteed. 
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du Pont de Nemours, Inc. From the date of organization 
to the end of 1932 only small amounts of its aggregate 
profits were distributed to its stockholders as cash divi- 
dends. The stockholders thereby were relieved from sur- 
taxes which would have been payable by them had they 
received the dividends from the securities directly. It is 
held that the petitioner was formed and availed of for the 
purpose of preventing the imposition of the surtax upon 
its shareholders through the medium of permitting its gains 
or profits to be accumulated instead of being divided or 
distributed, and that for 1931 and 1932 the petitioner is 
subject to the 50 per cent tax provided for by section 104(a) 
of the Revenue Acts of 1928 and 1932. 

(2) It is held further that where an alleged deficiency 
for 1927, 1928, and 1929, based upon Section 220 of the 
1926 Act and Section 104 of the 1928 Act, on appeal before 
the Board of Tax Appeals, was decided in favor of the 
taxpayer by stipulation, and where the protest of the tax- 
payer was sustained for 1930 on the same issue before the 
General Counsel of the Bureau, and the Board was neither 
informed of the reason for the stipulation nor took juris- 
diction to determine the applicability of such sections, the 
doctrine of res adjudicata may not be invoked for 1931 and 
1932.—Almours Securities, Inc., v. Commissioner, Dec. 9521 
[CCH]; Docket 78544. 

Interest and Additions to the Tax.—Penalty prescribed 
by the revenue act for failure to file an income tax return 
or to report the receipt of income, is held properly im- 
posed. Although petitioner claims “that the imposition 
of a penalty upon him would be the punishment of an 
innocent person who has acted throughout in the utmost 
good faith,” the Board holds that, “It does not matter why 
he failed to file a return.”—John Brown v. Commissioner, 
Dec. 9527 [CCH]; Docket 77906. 

Hill dissents with the opinion to the effect that since there 
is no taxable income, no penalties are due for failure to 
file returns. Tyson agrees with this dissent. 

Transferee Tax Liability—A corporation exchanged 
most of its assets for cash and stock of another corpora- 
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tion and pursuant to a plan of complete liquidation dis- 
tributed assets to its stockholders in liquidation of its 
capital stock. A fund left for the payment of creditors 
was dissipated so that the Federal income tax liability for 
1928 was never paid. It is held that all stockholders re- 
ceiving distributions in complete liquidation of their stock 
are liable as transferees of the corporation, since a stock- 
holder is not entitled to receive in such complete liquida- 
tion any assets of a corporation until all of its obligations 
to creditors are discharged.—Benjamin E. May, et al., v 
Commissioner, Dec. 9524 [CCH]; Docket 76785. 





Transferee liability under Section 280 of the1926 Act is, 
upon the evidence, asserted against one petitioner but is 
held not to exist as to two other petitioners. Where a 
corporation, owning shares of capital stock of another 
corporation, fully consummates the sale of those shares, 
in its own behalf, and everything is done to bind the bar- 
gain prior to its dissolution except the actual physical 
receipt of the consideration,-which, however, was post- 
poned only a few days after dissolution, the income derived 
therefrom is taxable to the corporation and should have 
been included in its final return. Therefore, stockholders 
of the corporation (including one of the petitioners) who 
received liquidating distributions were liable as transferees 
for unpaid corporate taxes. However, certain petitioners 
were not stockholders, and received no assets from the 
estates of persons who were stockholders, and those peti- 
tioners were therefore not liable as transferees.—George S. 
Towne and Josephine Johnson Milton, Executors of the Will 
of William Pierce Johnson, Deceased v. Commissioner; Jose- 
phine Johnson Milton v. Commissioner; George S. Towne and 
Josephine Johnson Milton, Executors of the Will of Florence 
Lindsay Johnson, Deceased v. Commissioner; Sophia Gleason 
— Brownell v. Commissioner; Sally McKee Spens Black 

Commissioner; George S. Towne and Josephine Johnson 
Milton, Executors of the Will of William Pierce Johnson, 
Deceased v. Commissioner, Dec. 9531 [CCH]; Dockets 54083, 
54092, 57890, 53637, 53636, 53634. 





Judicial Safeguards 


(Continued from page 14) 
prove unavailing, the case will in due course come 
up for trial before the Board of Tax Appeals. 


At the trial, the burden of presenting a prepond- 
erance of credible evidence is on the taxpayer appel- 
lant (except in those cases where the Commissioner 
interposes an allegation of fraud).** The rules ap- 
plicable in Courts of Equity of the District of 
Columbia govern the admissibility or exclusion of 
evidence.’® 


A taxpayer who appears before the Board of Tax 
Appeals in his own behalf is subject to the same 
strict and rigid rules of evidence and proof as an 
attorney who regularly practices before the Board. 
Unfamiliarity on the part of the taxpayer or his 
representative with the rules of practice might result 
in the loss of a perfectly good case on technical 
grounds. 


Within forty-five days after trial, the petitioner’s 
attorney may submit a brief supporting his conten- 
tions. An original and four typewritten copies 
should be filed and contain in the order herein stated :— 


(a) A statement of the nature of the tax 
and how the proceeding comes before the Board. 


(b) A concise statement of the facts which 
should contain references to the pages of the 
transcript or to the exhibits relied upon in sup- 
port thereof. 


18 James Nicholson, et al., 32 B. 


T. A. No. 147; BTA Rule No. 30. 
” BTA Rule No. 39. 





(c) A concise statement of the points upon 
which the petitioner relies. 
(d) The argument.” 


Thereafter, the Board renders its decision em- 
bodying its findings of fact and the opinions of law 
governing the case.”? 


Whenever it appears to the Board that proceed- 
ings before it are frivolous and have been instituted 
by the taxpayer merely for delay, damages in an 
amount not in excess of $500 may be awarded to the 
United States by the Board in its decision. Dam- 
ages so awarded will be assessed at the same time as 
the deficiency and must be paid by the taxpayer upon 
due notice and demand from the collector.” 

The next step is the entry of an order on the rec- 
ords of the Board specifying the amount of the 
tax deficiency pursuant to BTA Rule 50. The date 
this is done is important 7° for it determines the time 
within which the Commissioner may assess the tax 
and also starts the running of the “statute of limi- 
tations” within which time a petition for further 
review by the Circuit Court of Appeals or the Court 
of Appeals of the District of Columbia must be filed. 


Circuit Court Review 


If the taxpayer is unable to sustain his contentions 
before the Board of Tax Appeals, he may, after the 





2 BTA Rule No. 35. 


21 Par. 6(b) Sec. 907, as added by Sec. 100 of Rev. Act 1926 and 
amended by Sec. 601 of Rev. Act of 1928. 


2226 U.S. C. A., Sec. 1227; Sec. 911, Rev. Act 1926. 
23 Rev. Act of 1926, Sec. 1005. 
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Board’s decision is rendered, but before he pays the 
tax deficiency, seek a further review of such deci- 
sion by timely appeal to the United States Circuit 
Court of Appeals or the Court of Appeals of the 
District of Columbia. If such further appeal is not 
filed with the Board, the Taxpayer may nevertheless 
pay the tax deficiency and then sue for its recovery 
in a Federal District Court or the Court of Claims. 

If the taxpayer appeals, he must file a bond with 
the Board (as provided in Sec. 1001 (c) of Rev. Act 
of 1926, as amended by Sec. 603 of Rev. Act of 1928) 
in order to stay the assessment, since the filing of 
the petition with the Circuit Court of Appeals does 
not operate as an automatic stay of the assessment 
of the deficiency as determined by the Board.” 

On the other hand, should the commissioner of 
Internal Revenue be dissatisfied with the Board’s 
decision, he too may apply for further review by the 
Court of Appeals of the District of Columbia. In 
the meantime, however, he will proceed to assess 
the tax deficiency in accordance with the Board’s 
decision. 

The Circuit Court is empowered to affirm, revise, 
or modify the Board’s decision. It may also remand 
the case to the Board of Tax Appeals for a new trial. 


Final Appeal 


For a final appeal, a persistent though unsuccess- 
ful appellant may still seek further review by the 
Supreme Court of the United States by a “writ of 
certiorari” provided that such petition for review is 
favorably entertained by that high court. 

If the taxpayer has failed after exhausting these 
many courses of appeal and judicial review before 
the aforementioned tribunals, he must pay the addi- 
tional assessment. His failure to prevail might be 
attributable to either an unmeritorious cause of ac- 


tion or improper and inadequate presentation before 
the various tribunals by his counsel. 


The Federal Tax Program 
During 1935 and 1936 


(Continued from page 24) 


upon the cooperation of the taxpayer in filing an 
honest return of income is doomed to fail, as applied 
to nonresident aliens. 

Only limited vestiges of the old system remain in 
the new revenue act. Nonresident aliens doing busi- 
ness or having a place of business in the United 
States remain subject to regular individual normal 
and surtaxes upon all income from United States 
sources, including capital gains, and are entitled to 
claim the appropriate deductions and credits, in- 
cluding the thousand dollar personal exemption, in 
arriving at net income. Tax withheld at the source 
may be taken as a credit against tax shown due on 
the return, with a right to refund to the extent of 
any overpayment. But buying or selling upon a 
stock or commodity exchange in the United States 
through a resident broker, commission agent, or 
custodian or performance of services in the United 
States for a limited period on behalf of a non-resi- 


* Emery v. U. S., 27 Fed, (2d) 992; Old Colony R. Co. v. U. S., 


27F (2d) 994, both cited with approval in Old Colony Trust Co. v. 
Comm., 279 U. S. 


16, 728. 
25 ’ Reg. 69 & 77 hue. 1232 (4) (a). 
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H ERE is a unique series of charts and formulas 
that save time, effort, and worry in making 
preliminary corporate tax computations, checking 
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Act. 


The Charts show at a glance the approximate tax 
figure with almost hairbreadth accuracy—correct 
to a fractional percent; while the Formulas by a 


few simple calculations produce the exact figure to 
the penny. 


These charts and formulas will prove practical and 
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some undistributed profits surtax—the effect of 
dividend payments on corporate taxes, and rela- 
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dent alien employer does not of itself constitute en- 
gaging in trade or business in the United States. 
Similarly, foreign corporations engaged in trade or 
business or having an office or place of business in 
the United States are taxed only upon their net in- 
come from United States sources, collected on a 
return basis, but at an increased rate of 22 per cent. 


All other nonresident aliens, constituting no doubt 
a great majority, will henceforth be taxed only upon 
the gross amount of certain designated types of 
income from United States sources, viz., interest, 
dividends, rents, salaries, wages, premiums, annui- 
ties, compensations, remunerations, emoluments, or 
other fixed or determinable annual or periodical 
gains, profits, and income, such as royalties, at a rate 
of 10 per cent, and such taxes are required to be 
withheld at the source. This tax is a tax on gross 
income, no deductions or credits being allowed. 
Hence there is little or no occasion for refunds. 
Capital gains are not included. In the case of aliens 
resident in contiguous countries (Canada and Mexico) 
the rate may be reduced by treaty to not less than 
5 per cent. Power is vested in the Commissioner 
to require returns when necessary, but such necessity 
will exist only in cases, such as interest on tax-free 
covenant bonds and dividends from foreign corpora- 
tions deriving 50 per cent or more but less than 85 
per cent of their gross income from United States 
sources, where only a part or none of the tax has 
been withheld at the source. 


In the case of nonresident foreign corporations, a 
tax of 15 per cent is imposed upon their gross income 
from the sources within the United States designated 
above, except that in the case of dividends the tax 
is at the rate of 10 per cent and in the case of for- 
eign corporations chartered under the laws of 
contiguous countries the rate on dividends may be 
lowered by treaty to not less than 5 per cent. 

There appears to be no doubt that the new scheme, 
while not perfect, will be more uniform in its opera- 
tion and less expensive of administration, less dis- 
turbing of business and financial relations, and 
productive of substantially greater revenue than the 
old. It is believed to be a large and constructive 
step in the right direction, though experience will in 
all probability reveal defects requiring correction 
and may indicate that a somewhat different rate, per- 
haps, higher, perhaps lower, will yield the maximum 
revenue. 

One manufacturer’s excise tax, that on jewelry, 
which had been found difficult of administration and 
productive of relatively insubstantial revenue, was 
repealed. Another, the excise tax on fur and ar- 
ticles manufactured in chief value from fur, was 
subjected to important changes. The rate was re- 
duced from 10 to 3 per cent and the exemption of 
articles wholesaling for less than 75 dollars, a form 
of exemption which for obvious reasons worked de- 
moralization in the industry and gave rise to numer- 
ous forms of evasion, was repealed. 

I regret that space does not permit my discussing 
in this paper the important titles of the Revenue Act 
of 1936 imposing an 80 per cent income tax on unjust 
enrichment and prescribing the conditions upon 
which taxes imposed by the Agricultural Adjust- 
ment Act may be refunded. 
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Constitutionality of Processing 
Tax Refund Limitations 
(Continued from page 7) 


Difficulties of Processors under the 
Recapture Tax 


HE 80 per cent recapture tax is based entirely 

on the theory that the processors will be allowed, 
in the absence of a written contract for its return to 
their customers, to retain the money. The cases cited 
in note 5 of this article show how false this assump- 
tion is in many cases and that it is open to question 
in all cases. However, it was held in North American 
Oil Consolidated v. Burnet,?" that if a taxpayer re- 
ceived money under a claim of right he might be 
taxed on it although he might be subsequently ad- 
judged liable to restore its equivalent.*® This rule 
means that a processor might have to pay the 80 
per cent tax for 1936 and be left to the remedy of 
deducting from the income of subsequent years, tax- 
able at a much lower rate, any judgment a customer 
might secure against him. Apparently the only way 
a processor can avoid this dilemma is to maintain 
that he neither received nor holds the money under 
a claim of right nor does he renounce all right to it 
but he leaves it to the Court to decide who is entitled 
thereto in a suit by a customer against him. 


Another interesting phase of the recapture tax is 
the provision in Section 501 (g) (4) for the deduc- 
tion of payments made to customers in settlement 
of a written agreement entered into on or before 
March 3, 1936. There is no explanation of what kind 
of an agreement this must be but it is probable that 
the Treasury will hold any writing on the invoice 
such as “processing tax included” which, under the 
decisions of the Courts cited in note 10 legally obli- 
gate the processor to make a refund, a sufficient 
compliance with the law. 


The law does not allow refunds pursuant to verbal 
agreements to be deducted although, as stated in 
note 10, they may have to be made. The cases cited 
in note 10 hold that in such case the processor who 
collects the tax from the customer and who gets it 
back holds it in trust for the customer, at least if 
its collection from the customer was evidenced by 
a written or verbal agreement. In such case it never 
was the income of the processor unless he received 
it under a claim of right and an income tax cannot 
be levied on it under the Sixteenth Amendment.” 
One who concededly holds property in trust for an- 
other cannot be taxed on it as his income. Even 
in cases of no agreement, as indicated in note 10, 
there is considerable doubt what the Courts will 
hold as to the liability of the processor to make re- 
fund to his customer where the tax was actually 
passed on (the only situation to which the recapture 
tax applies). If they hold that the money belongs to 
the customer and not the processor, and if the proc- 
essor has never set up a claim of right to it, how 
can it be taxed as the processor’s income when in 
fact it was not his income but was held by him as 
trustee for his customer? 


7 289 U. S. 417, 424. 


In this connection, however, see Freuler v. Helvering, 291 U. S. 35. 
°° Compare Hoeper v. Tax Commission of Wisconsin, 284 U. S. 206. 
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The Taxation of 
Corporate Surplus 


(Continued from page 19) 
and above their current earnings, dividends in ex- 


cess of $6,000,000,000. It cannot be denied that if 
corporations had been coerced to distribute their 
surpluses prior to 1930 the depression would have 
been greatly intensified. 

The necessity for accumulating surplus now is in 
fact far more pressing than it was prior to 1930 and 
the reasons therefor, founded upon a natural desire 
for self-preservation, are chargeable to changes in 
the income tax laws. Business is no longer permitted 
to carry forward net losses as deductions from the 
income of subsequent years. If a corporation sus- 
tains a net loss for one year, or for a period of years, 
the government allows no credit therefor when 
profits are earned. The Treasury takes its share of 
the profits without making any allowance for past 
losses and without regard to impairments of capital. 
The government is in effect a partner only in the 
profits. And yet it is now sought by the Revenue 
Act of 1936 to force the corporation to currently 
distribute its entire earnings without thought or pro- 
vision for the rainy day. In contrast with this prac- 
tice England permits of the spreading of trade losses 
over a period of six years. 


Since business obviously cannot be conducted 
without occasional losses, in the absence of provi- 
sion for surplus accumulations the ultimate deple- 
tion of surplus and capital is imminent. Moreover, 
the small enterprise is certain to go first. 


Another change in the income tax which threatens 
the financial stability of corporations under present 
law, although not so inevitably, is the limitation 
placed upon the deductibility of losses sustained on 
the sale or exchange of capital assets. While profits 
on capital transactions are subject in their entirety 
to the normal tax and the tax upon undistributed 
profits the deduction of net losses on such transac- 
tions is limited to the sum of $2,000. 


Writing on the subject of The Elimination of 
Double Taxation in 1933, Mr. Franklin Spencer Ed- 
monds, then president of the National Tax Associa- 
tion, after citing figures to show the large proportion 
of the country’s income that is consumed by the cost 
of the various branches of government, said: 


Ordinarily, a healthy business expands. Every business 
man expects to accumulate a surplus and to use that surplus 
in expanding his facilities or taking on new lines or enlarg- 
ing his markets. These methods require, however, a sur- 
plus, and when the entire surplus of business is taken for 
the cost of government, expansion stops. In an ordinary 
vear, there would be from $7,000,000,000 to $9,000,000,000 
spent in new construction made necessary by the enlarged 
opportunities of American business. This new construction 
gives employment to labor and profitable outlay for capital 
but it is based upon the accumulation of a surplus. When 
there is no surplus, business conserves every resource, and 
the result is unemployment and consequent distress. 


These conclusions are self-evident, and while Mr. 
IXdmond’s statement was made in respect to the 
effects of inordinate taxation generally, his observa- 
tions upon the necessity for business surplus are con- 
Vincing and pertinent to this discussion. 
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The undistributed profits tax seems to have been 
conceived on the theory that surplus not subjected 
to this form of taxation ultimately avoids its share 
of the tax burden. Dr. Lutz, writing on this tax 
measure in his recent book on Public Finance, points 
out that this is a mistaken conception. He says: 


The additions to surplus that may not be distributed 
later as dividends do not wholly escape taxation. The 
growth of the surplus account is reflected in the value of 
the stocks, and when these are sold there is a larger capital 
gain which is taxable as income. If the owner should die 
possessed of the stocks that have been enhanced in value 
by reason of swollen surplus, his estate will be subject to 
tax rates that will fully compensate the government for 
any revenue loss under the income tax. If the value of 
the stocks is not increased by the appropriations to sur- 
plus, it is rather definite evidence that the plowing-back 
of earnings was essential to the preservation of the original 
capital values, and under such circumstances, the severe 
taxation that is proposed would have been disastrous. 


In principle the surtax upon undistributed profits 
is a repudiation of a policy which has been uninter- 
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Alabama Revenue Laws, compiled by Harry Simon. 
pp. 575. Price (buckram bound), $6.00. Revenue Laws 
Research Bureau, P. O. Box 112, Montgomery, Alabama. 


The Southern States, in which the general revenue laws 
are frequently re-enacted in toto with numerous, although 
not radical changes, are particularly deficient in fully an- 
notated publications of such statutes. Either the latest 
re-enactment is not to be found in the infrequently revised 
general statutes of the State, or else no attempt is made 
to incorporate the revenue laws into the general statutes; 
in either case the taxpayer must rely upon the unannotated 
session laws. Alabama is of the latter class and conse- 
quently an up-to-date, fully annotated publication of the 
revenue laws of the State is particularly valuable. 


Simon’s Compilation of Alabama Revenue Laws fills the 
need for a supplement to the general statutes, giving the 
text of the revenue laws. It is annotated, revised and 
indexed with references to opinions of the Attorney Gen- 
eral; Supreme Court of Alabama decision; decisions of 
Federal courts; and State Licensing and Regulatory Boards.” 
In addition, the Common and Contract Carriers Acts and 
rules governing the operation of motor vehicles on the 
highways are included. 


Central and Local Finance in Germany and England, by 
Mabel Newcomer. pp. XI-381. Price, $3.50. Columbia 
Press, New York City. 


The present trend in the United States is toward uniform 
and centrally administered taxes, which the local govern- 
ments share directly through the distribution of fixed 
percentages or indirectly through grants-in-aid. There are 
already several states in this country which are turning 
back to local governments in one way or another more 
than half of the tax revenue that they collect. 


The Federal Governmient, also, is rapidly developing an 
important system of grants-in-aid. Centralization of the 
tax system is inevitable, according to the author of this 
book, and if any important functions are to be retained 
by local governments they will be supported increasingly 
by central government funds. It is only a question, says 
Prof. Newcomer, of how far and how fast centrally admin- 
istered taxes should replace independent local taxes; to 
what degree local independence must be sacrificed to effi- 
ciency and economy; and whether once the transfer of 
revenues has been made the local governments will func- 
tion better with grants-in-aid or shared taxes, or with 
some combination of the two. And, she also notes, the 
possibility that the ultimate solution may be the transfer 
of local functions themselves must always be kept in mind. 
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ruptedly employed throughout the entire commercial 
history of the country: the privilege of investing 
corporate earnings for current needs and expansion. 
Moreover, a tax which deters business progress and 
discourages provision for the lean years is not only 
short-sighted but destructive of the very things that 
make for industrial and commercial development. 

I believe that the tax on personal holding com- 
panies and the tax on improperly accumulated corpo- 
rate surplus afford ample remedies for the prevention 
of evasion of the taxes now imposed upon individual 
shareholders. The undistributed profits tax, in my 
opinion, should be repealed ab initio, and should it be 
found needful and advisable to enact new tax meas- 
ures for revenue, consideration should be given to 
the advisability of broadening the base of the income 
tax. The present trend of taxation can probably be 


most effectively curbed by making more of our peo- 
ple tax-conscious. 





This shift in the methods of collecting and spending 
taxes is a new development in the United States. Other 
nations, however, have traveled further along this path 
than we have. Both Germany and England have devel- 
oped highly centralized tax systems and have reducued 
local tax powers materially since the War. In compensa- 
tion, the central government of Germany has built up an 
elaborate system of shared taxes and the English govern- 
ment has increased its grants-in-aid substantially. It is 
with these two methods of transferring revenues from 
central to local treasuries that this book is concerned. 

The account of the German and English systems, their 
aims, the difficulties encountered and the frequent revisions 
made is completely up-to-date and covers all developments 
since the World War. It is offered in the hope that it will 
throw some light on the problem in this country—a prob- 
lem which is becoming more important and pressing all 
the time, as is shown by recent trends. In 1930, transfers 
of revenues from central to local governments had reached 
nearly $1,000,000,000 in this country. Five years of depres- 
sion increased these transfers to approximately $4,000,000,000 
and there seems little likelihood that they will be reduced. 
Consequently, the introduction of adequate controls is 
urgent in order to prevent the waste and irresponsibility 
which results from spending “other people’s money.” This 
book, by studying what has happened in other countries, 
should be of assistance in determining future American 
policy and methods. 

Miss Mabel Newcomer, the author, is a graduate of 
Stanford and Columbia Universities and is now professor 
of economics and chairman of the department at Vassar 
College. 
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